TAXES 


TAX MAGAZINE 












2S 


ral i 
le 






! 


i Wier, 










HH 


fi 








LUTHER A. JOHNSON 
The Tax Court of the United States 
(See Page 592?) 





This Month: Perpetuities and Pension Trusts— 


Congress’ Man of Tax Pacts—Manufacturers Can Get Relief 

























F O R T H C O M 





The Clifford case never fails to in- 
terest tax attorneys, and in view of the 
ereat practical importance of the new 
Treasury Regulations in relation to this 
case’s doctrine, attorneys who draft 
trusts will find Mr. Henry Cassorte 
Smith’s article on this subject especially 





interesting. , ® 
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Sir: 


The student or practitioner seeking data 
in connection with depreciation of tangible 
fixed assets will find many books, chapters 
in accounting texts, papers and articles in 
accounting and tax magazines as well as 
numerous tax cases dealing with this sub- 
ject. If, however, the problem deals with 
intangibles such as _ patents, franchises, 
licenses, trademarks or goodwill, the searcher 
will find comparatively few pronouncements. 


As a result of the reconversion from war- 
time to peacetime economy many enter- 
prises will change hands and new methods 
of business operation will be devised. This 
will often result in the transfer of title to 
intangibles. It is the purpose of this dis- 
sertation to point out the main aspects of the 
problem and thus, perhaps, stimulate further 
thought in this connection. 


Section 29.23 (L)-3 of Regulations 111 on 
Depreciation of Intangible Property says: 
“Intangibles, the use of which in trade or 
business in the production of income is defi- 
nitely limited in duration, may be the sub- 
ject of a depreciation allowance.” Examples 
of such intangibles are patents (with a life 
of seventeen years), copyrights (twenty- 
eight years), and licenses and franchises 
(stated period of years). 

Conversely, where intangibles are not so 
limited in life, they will not usually be a 
proper subject of an allowance for deprecia- 
tion. Examples of this type of intangible 
are trade-marks, trade-brands or goodwill. 
The Supreme Court has not allowed obso- 
lescence or depreciation in several cases 
dealing with goodwill and related assets, 
with the same rule applying even though 
goodwill had been acquired for cash. 

However, the courts are not in agreement 
as to whether a loss upon abandonment, as 
distinguished from obsolescence, is deduct- 
ible in connection with intangibles acquired 
for cash. 

The Regulations (Section 29.23 (L)-3) 
further state: “If, however, an intangible 
asset acquired through capital outlay 
capital outlay meaning cash, other property 
or corporate stock given in exchange for the 
intangibles, subject to all statutory bases for 
determining the depreciation allowance...” 
is known from experience to be of value in 
the business or in the production of income 
for only a limited period, the length of which 
can be estimated from experience with reason- 
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able certainty, such intangible asset may be 
the subject of a depreciation allowance, pro- 
vided the facts are fully shown in the return 
or prior thereto to the satisfaction of the 
Commissioner. 


“No deduction for depreciation, including 
obsolescence, is allowable in respect of good- 
will.” (Italics mine.) 


Since the intangibles, to gain the benefit 
of a depreciation allowance, must be of value 
in the business or in the production of: in- 
come and must be limited in duration, many 
contracts will include clauses, stating that 
some portion of the purchase price is given 
to a person or persons for their agreement 
not to enter into a competing business for a 
limited or definite period of years. This 
sum may be capitalized as a “contract of 
intangibles” and depreciated over the period 
agreed to in the contract. Where there is 
no clear definition of the period of time, no 
deduction can be allowed, because this fails 
to meet one of the two prime factors in the 
regulations, namely, a definite limit of 
duration. 


Where a restrictive covenant clause has 
been used, it has been found advisable to 
hold the services of the seller available to 
the purchaser. 


The basis for depreciation is the cash cost. 
If property other than cash is used for the 
acquisition, the burden of proof is on the 
taxpayer as to the value of such other prop- 
erty to be used as a basis. There can be no 
basis when the contract was acquired with- 
out cost or had no value at the time of ac- 
quisition. 


Where the purchase contract provides for 
the acquisition of assets and also contains a 
restriction upon the seller not to compete, 
the burden of proof in allocating the pur- 
chase price is upon the taxpayer. However, 
where a sum has been paid for stock and also 
for an agreement not to compete, the courts 
have held that the value of the stock was 
based on earnings and that the remainder 
of the purchase price was applicable to the 
contract. 


Here then is a tax problem, which, if 


studied and applied to present day situa- 
tions, may be of help to the average practi- 
tioner, in that it can result in a definite tax 
saving to his client. 


New York City 


[Continued on inside back cover] 


A. V. BRAUNFELD 
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By 
Harry A. Bernbach 


There is a great amount of misunderstanding as to the meaning of Code Section 

322(b) (4), because of the language “without regard to any extension of time 

granted the taxpayer.” This article is a needed explanation of this vital pro- 
vision of tax law 


( YONSIDERABLE CONFUSION exists 

4 in the minds of taxpayers and practi- 
tioners as to the point from which the three- 
year limitation period for the filing of a 
claim for refund is measured where an ex- 
tension of time for filing a return has been 
granted the taxpayer. Does the three-year 
period start with March 15 for the calendar 
year taxpayer who files after such date pur- 
suant to an extension for filing, or does it 
start from the date of the filing of the re- 
turn during the extended period? 


Code Section 322(b)(1) provides, in part: 


“PERIOD OF LIMITATION—Unless 
a claim for credit or refund is filed by the 
taxpayer within three years from the time 
the return was filed by the taxpayer 
no credit or refund shall be allowed or 
mage... 


Code Section 322(b) (4), which was added 
to the Code by Section 169(a) of the Rev- 
enue Act of 1942 and applies to all taxable 
years beginning after December 31, 1941, 
provides: 

“RETURN CONSIDERED FILED ON 
DUE DATE—For the purposes of this sub- 
section, a return filed before the last day pre- 
scribed by law for the filing thereof shall be 


considered filed on such last day. For the Mr. Bernbach is a member of the bar of Nev 


purpose of paragraphs (2) and (3) of this 
subsection, and for the purposes of subsec- 
tion (d) of this section, an advance payment 
of any portion of the tax made at the time 
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York, Illinois and the District of Columbia 
He is also a certified public accountant it 


New York 
¢ 
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such return was filed shall be considered ‘as 
made on the last day prescribed by law for 
the payment of the tax or, if the taxpayer 
elected to pay the tax in installments, on the 
last day prescribed for the payment of the 
first installment. For the purposes of this 
paragraph, the last day prescribed by law for 
filing the return or paying the tax shall be de- 
termined without regard to any extension of 
time granted the taxpayer.” 


Misleading Phrases 


The difficulty with Code Section 322(b) (4) 
stems from the meaning of the phrase “the 
last day prescribed by law” contained in the 
first sentence of the above paragraph (italics 
supplied) and the meaning of the phrase 
“without regard to any extension of time 
granted the taxpayer” in the last sentence 
(italics supplied). A casual reading of this 
last sentence leads to the erroneous conclu- 
sion that the three-year limiation period on 
the filing of a claim for refund is measured 
from March 15 for a calendar year taxpayer 
who has filed at a later date pursuant to an 
extension of time, whereas this paragraph 
has no application whatever to the taxpayer 
who has been granted an extension of time 
for filing his return. A more studied analysis 
of this paragraph shows that Code Section 
322(b)(1) applies to such taxpayer, and 
clearly his time for filing a claim is measured 
from the date of filing within the extended 
period. 


This is the inevitable conclusion when the 
meaning of “the last day prescribed by law 
for filing a return” is clarified. Is March 15 
the last day prescribed by law for the filing 
of a return by a calendar year taxpayer, or 
may a later date be such last prescribed day 
where an extension has been granted the 
taxpayer? Code Section 53(a)(1) provides 
that returns made on the basis of a calendar 
year shall be made on or before the fifteenth 
day of March following the close of the 
calendar year. Code Section 53(a)(2) gives 
the Commissioner authority to grant a 
reasonable extension of time for filing re- 
turns under rules and regulations which he 
may prescribe. By virtue of this authority, 
the Commissioner has promulgated Regu- 
lation 111, Section 29.53-4, the pertinent por- 
tion of which reads: 


“DUE DATE OF RETURN—The due 
date is the date on or before which a return 
is required to be filed in accordance with 
the provisions of the Internal Revenue Code 

.. or the last day of the period covered by 
an extension of time granted by the Com- 
missioner or a Collector.” 
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Shifting of Statutory Due Date 


This is a legislative regulation prescribed 
pursuant to discretionary authority dele- 
gated to the Commissioner by the act and 
has the force and effect of law. By its terms, 
the statutory due date of a return may be 
shifted from March 15 to the last day of an 
extended period, and such extended date is 
the last day prescribed by law for filing the 
return. 

The phrase “the last day prescribed by 
law” appears again in Code Section 275, 
which deals with assessment periods. Under 
Code Section 275(a) the Commissioner must 
assess income taxes within three years from 
the time a return is filed, with the added 
proviso in subsection (f) that ‘“‘a return filed 
before the last day prescribed by law for the 
filing thereof shall be considered as filed on 
such last day.” Is the three-year period for 
assessment of additional taxes measured 
from the last day of such extended period? 
The Court of Claims answered yes to this 
question in construing an earlier statute 
which measured the assessment period from 


the due date or the last day prescribed by ff 


law. 


Pennsylvania Coal & Coke 
Corporation Case 


In Pennsylvania Coal & Coke Corporation 
v. U. S. (Ct. Cl. 1933), 3 Fed. Supp. 240 [1933 ff 


CCH J 9321], the calendar year taxpayer re- 


ceived an extension of time to June 15, 1919, F 
The return was filed f 


for filing its return. 
on June 14, 1919, and, thereafter, the tax- 
payer and the Commissioner executed a 
waiver extending the statutory period on as- 


sessment for a period of one year from five f 
years after the 1918 return was due to be f 


filed. Notice of deficiency was mailed on 
March 26, 1925, and the taxpayer contended 


that the language of the waiver, “one year f 
from five years after taxpayer’s 1918 return 


was due to be filed,” had reference to the 
statutory due date, March 15, 1919, and, 
therefore, the statute had run. In deciding 


that the statute did not start to run until f 


June 15, 1919, the last day of the extended 
period, the court said: 

“The due date for the filing of its 1918 
calendar year return had been extended by 
the Commissioner to June 15, 1919, at its 
[the taxpayer’s] request, and it had accepted 
this extension and acted under it . . . the 
statute did not commence to run until the 
filing of the final or completed return was 
due June 15th. 

“Tt cannot be successfully contended that 
it was the statutory due date for filing 
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calendar year returns on March 15th, when 
both parties were fully aware that the tax- 
payer had been given and accepted an ex- 
tension of the due date from March 15th to 
June 15th and had not complied with the 
statutory due date, but, on the other hand, 
had filed its completed returns under the 
terms of the extended due date. 


“The Commissioner correctly held the due 
date for the filing of taxpayer’s 1918 return 
was the day filed under the extension granted 
to June 15, 1919, and the waiver gave the 
Commissioner six years from that date to 
make assessment. The Board of Tax 
Appeals has repeatedly held that the ex- 
tended date for the filing of the final return 
starts the statute to run.” 


Reasonable Extension for Filing 


In Sol. Op. 92, CB 4, page 325, the question 
involved was the statutory period of assess- 
ment against corporations where the statute 
required that such assessments be made 


| within three years after the return was due. 


The Commissioner was authorized by statute 
to grant reasonable extensions for filing. It 
was held: 


“Where such an extension has been 
granted by the Commissioner, clearly there 
would be no authority for holding that the 
taxpayer is delinquent in filing the return at 
any time prior to the expiration of the period 
of extension. This is tantamount to holding 
that the due date for filing is by such ex- 
tension shifted to the expiration of the ex- 
tension period. To hold otherwise would 
in effect make of no avail the Commissioner’s 
authority to extend, since the taxpayer 
would be subject to penalties for delin- 
quency even though the extension were 
granted. The provision as to due date... 
must, therefore, be read in connection with 
the provision as to extension . .. so as to 
give a proper effect to the latter provision, 
the two being parts of the statute relating 
to the same subject matter. In those cases 
where extensions were made at the request 
of taxpayers they would be estopped from 
complaining of the results of the extension, 
viz: the delayed assessment and collection 
of the tax. 


“Tt is concluded that an extension of time 
granted by the Commissioner to taxpayers 
for filing their returns under the provisions 
of the statutes here under consideration op- 
erated to shift the due date for filing the re- 
turns to the expiration of the period of 
extension.” 

Since the last day prescribed by law for 
filing a calendar year return is the statutory 
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due date, March 15, or the due date as 
shifted to the last day of an extended period, 
under the first sentence of Code Section 
322(b)(4), taxpayers who file returns be- 
fore March 15 would have such later date 
as the starting point of the three-year 
statutory period for filing claims; and tax- 
payers who are granted extensions of time 
for filing, and file before the end of the 
statutory period, would have the last day of 
the extended period as the starting point of 
the three-year refund period. Therefore, a 
return filed March 1 would be considered as 
filed March 15; and a return filed June 1, 
pursuant to an extension to June 15, would 
be considered as filed June 15. Either due 
date would be the point from which the 
three-year period for filing a claim would be 
measured. The last sentence of Code Sec- 
tion 322(b)(4), however, limits and re-de- 
fines, for the purposes of this paragraph, 
the meaning of “the last day prescribed by 
law” to mean the due date determined with- 
out regard to any extension of time. Hence, 
the due date as here contemplated is March 
15 for a calendar year taxpayer, and only a 
return filed before March 15 will be con- 
sidered as filed on such last day. 


Returns Filed After March 15 


A return filed after March 15, pursuant to 
an extension of time, is filed after the last 
day prescribed by law as limited in this 
paragraph. Since subdivision (b)(4) treats 
with returns filed before the due date, here 
restricted to March 15, a return filed after 
March 15 is not within the purview of this 
paragraph for the purpose of determining 
the time from which the three-year period 
of limitation is measured. 


Code Section 322(b)(1) measures the 
period for filing a refund claim from the date 
of filing. If the date of filing is after March 
15, this subsection is controlling. 


Purpose of Amendment 


The reason for the amendment to the 
Code which brought subsection (b)(4) into 
the law sheds light on the result it was in- 
tended to accomplish. Prior to 1942, the 
filing date and not the due date started the 
three-year statutory period on refunds run- 
ning under Code Section 322(b)(1) so that 
if a taxpayer filed his return on March 15, 
he had three years from such filing date to 
claim a refund: Thus the period for a tax- 
payer who filed early would expire sooner 
than if he had waited until the last day. It 
was disadvantageous to the taxpayer to file 
his return before the due date, with the re- 
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sult that the receipt of revenues was delayed 
and the Collector’s offices were clogged with 
last-minute filings. Section 322(b)(4) was 
designed to alleviate this condition, its only 
purpose being to equalize the statutory 
period for refund claims whether or not 
returns were filed on or before March 15. 
It was never intended to modify the mean- 
ing of Code Section 322(b)(1), under which 
paragraph a return, though filed after March 
15, would start the statutory period running 
from such filing date, and subsection (b) (4) 
does not in any way modify subsection 
(b)(1) so that a return filed after March 15 
would start the three-year statutory period 
running on March 15. 


Ways and Means Committee Report 


The following language of the Ways and 
Means Committee report on the 1942 bill 


New Thought on Limitations 


Does the period in which the taxpayer may file a claim for refund of taxes 
depend on whether such taxes were imposed erroneously ? 
for the Western District of Oklahoma believes that it does. 


After finding that the income taxes and declared value excess-profits taxes 
levied upon the taxpayer for 1938 were erroneously or illegally assessed, the 
court held that the time for filing a refund claim was governed by Section 3313 of 
This section allows four years after the tax is paid for filing the claim. 


the Code. 


Code Section 322 sets up a time limit of three years from filing of the return 
or two years from the payment of the tax. 
holds, applies only in a case where the tax was legally imposed. 


In discussing the two sections of the Code involved in this case, Liberty Glass 
Company v. Jones, the court said: “The purpose of each of them is very clear. 
Section 322 deals with overpayments of any tax legally imposed, while Section 3313 
deals with claims for credits or refunds claimed to have been paid on sums alleged 
to have been erroneously or illegally assessed or collected, or claims for any sum 
alleged to have been excessive or in any manner wrongfully collected. The statute 
(Section 3313) clarifies its intent by providing these words: ‘except as otherwise 
provided by law in the case of income, war-profits, excess-profits, estate, and gift 
Clearly this must refer to Section 322 which provides a period of limitation 
on claims for overpayment on such taxes, of three years from the time the taxpayer 
filed his return or within two years from the time the tax was paid. 
the plaintiff is for a sum alleged to have been erroneously or illegally assessed 
and clearly is governed by the limitation so provided in Section 3313.” 


taxes.’ 
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makes clear that it is not March 15 but 
the later filing date within the extended f 
period which starts the statute running: 







“If the taxpayer files his return before the 
last day on which it is due, the period in 
which he can file a claim for refund under 
the provisions of Section 322(b) (1), measured 
from the date the return was filed, will ex- 
pire sooner than would be the case if he 
waited until such last day. This section of 
the Bill adds paragraph (4) to section 322(b) 
to provide that the period of limitations with 
respect to credit or refund is measured from 
the last day prescribed for the filing of the 
return in cases where the return is filed be- 
fore such last day. This provision does not 
apply to taxpayers who are given the benefit 
of an extension of time in which to file their 
returns, and file the returns before the last 
day of the extended period.” [The End] 
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This section of the Code, the court 
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F THE Rule Against Perpetuities is ap- 
plicable to pension trusts, then many of 
those created in the last few years may be 
void because they violate some aspect of 
the Rule.* As a consequence, contributions 
made to such void trusts would have to be 
disallowed as deductions from gross income, 
2S resulting in higher corporate income for the 
rt years in question. Whatever might be the 
financial penalty arising from such disallow- 
ance,” the most serious consequence of 
es wiping out a pension trust would be loss 
ne of employee good will caused by the blast- 
; ing of the employee’s expectation of a re- 
. tirement income. 
ts In the last five years Alabama, California, 
on Delaware, Illinois, Missouri, New York, 
* North Carolina and Rhode Island have 
passed statutes* exempting pension trusts 
from the Rule Against Perpetuities. The 
ISS fact that eight states have passed such stat- 
utes is a concrete indication that there is 
- some danger that the Rule may invalidate 
13 many pension trusts.* This danger exists 
ed even in those states which have passed 
im ‘The term “pension trust’? as used in this 
ite article embraces all forms of trusts for the pur- 
. pose of making retirement payments to the 
ise employees of a company as a class. It is as- 
sift sumed that the pension trust is properly quali- 
: fied under the applicable sections of the Internal 
ion Revenue Code and the regulations supplemental 
_— thereto. Necessarily, the author has been able 
ye to examine only a small fraction of the thou- 
of sands of pension trusts which have been drawn 
7 in the last few years. Examination of several 
Sec pension trusts, of various published suggested 
forms of such trusts and the literature dealing 
with the subject indicates, however, that many 
trusts probably violate some portion of the 
Rule. 
2If a trust violates the Rule, it is obliter- 
ated and the corpus reverts to the grantor. 
Lovering v. Worthington, 106 Mass. 86 (1870); 
Kountz’s Estate, 213 Pa. 390, 62 Atl. 1103 (1906); 
lagazine | Perpetuities and Pension Trusts 



































































By Christian Marius Lauritzen, II 


The very first sentence of this article states a premise which is a life and death 


PERPETUITIES #90 PENSION TRUSTS 


““ 


. . . this danger exists even in those 


states which have passed exempting statutes,” says the author, who has made an 
exhaustive analysis of the proposition. Mr. Lauritzen is a member of the Illinois 
Bar and is associated with Robert F. Spindell, Chicago, Illinois 


these exempting statutes, for under the 
rules of Conflicts of Law the validity of 
pension trusts created in one state may be 
determined by the laws of another state, 
and the latter state may not have an ex- 
empting statute. The object of the present 
article is to consider the propriety of apply- 
ing the Rule to pension trusts. As will ap- 
pear from the discussion which follows, it 
is believed that the Rule Against Perpetu- 
ities does not and should not apply to such 
trusts. Therefore, they should not be held 
void because their forms violate some 
mathematical equation of the Rule. 


POSSIBLE VIOLATIONS OF 
THE RULE 


Let us first assume that the Rule Against 
Perpetuities does apply to pension trusts 
and note some of the ways such a trust may 
violate the mathematics of the Rule. As 
stated by that modern Goke, the late John 
Chipman Gray, the Rule is that “no interest 
is good unless it must vest, if at all, not 


Barrett v. Barrett, 255 Ill. 332, 99 N. E. 265 
(1912). See Gray, Perpetwities, Nos. 248-249; Re- 
statement, Trusts, No. 65; and Leach, ‘‘Per- 


petuities in a Nutshell’ (1938), 51 Harvard Law 
Review 638, 656. If the funds of the void trust 
were invested in securities, there might be no 
financial loss to the employer, for the increased 
taxes would be offset by the return of the 
corpus of the trust. If the funds were used 
to buy insurance policies, however, there might 
be a net loss, for the cash surrender value of 
the policies would probably be less than the 
amount of added tax. 


3 For citations of these statutes, see foot- 
note 35. 
4No case, however, has been found which 


specifically holds that the Rule does apply to 
modern pension trusts qualified under the In- 
ternal Revenue Code. 
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later than twenty-one years after some life 
in being at the creation of the interest.” ° 


Remoteness of Vesting 


The basic form of most pension trusts is 
that of a gift in trust for the employees of 
the donor company as aclass. The benefits 
become payable to any employee upon the 
fulfillment of certain conditions, such as 
continuous employment for several years 
and the reaching of retirement age, usually 
sixty-five. A typical pension trust provision 
for the payment of benefits reads as follows: 


“Every employee of the Company shall 
be a beneficiary of the plan as of May 1, 
1945, who on that date shall be actively 
employed by the Company and who shall 
then have been in such employ for a con- 
tinuous period of five years or more. After 
May 1, 1945, each employee who was not 
eligible at such date and each new employee 
of the Company shall be a beneficiary of 
the plan as of the May first coincidental 
with or next following the date when he 
shall have been in the employ of the Com- 
pany for a continuous period of five years 
or more, provided that he shall be actively 
employed by the Company on such May 
mrs. . 


“Any beneficiary who attains the age of 
sixty-five vears while in active service with 
the Company and who has been a bene- 
ficiary for at least five years shall upon his 
retirement be entitled to a normal retire- 
ment allowance.” ° 


In the application of the Rule to gifts 
to classes. “the rule of Leake v. Robinson" 


5 Gray, The Rule Against Perpetuities, No. 
201.. (Unless otherwise indicated, all references 
to Gray are to the Fourth Edition edited by 
Roland Gray and published in Boston in 1942.) 
See also Kales, Hstates, Future Interests and 
Illegal Conditions and Restraints in Illinois 
(Chicago, 1920) No. 652. For a criticism of 
Gray’s view that the Rule applies only to the 
creation of future estates and not to the in- 
alienability of property, see Jabez Fox, ‘‘The 
Criticism of Cases’’ (1893), 6 Harvard Law Re- 
view 195. For a more general criticism of 
Gray’s statement of the Rule see Carey and 
Schuyler, Jllinois—Law of Future Interests (Chi- 
cago, 1941), No. 474. 


6 This provision is quoted from the model 
form published by the Research Institute of 
America in its Analysis No. 29a. 

72 Mer. 363 (1817). 


8 Leach, ‘‘The Rule Against Perpetuities and 
Gifts to Classes’ (1938), 51 Harvard Law Re- 
view 1329. Professor Leach vigorously criticises 
the decision of Leake v. Robinson, stating that 
“this rule is practically and analytically un- 
sound; that no reason for the rule exists and 
that nothing which could be dignified by the 
name of a rationalization has ever been sug- 
gested.’’ (loc. cit. p. 1330). 
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is that if the interest of any potential mem- 
ber of a class can by any possibility vest 
too remotely, the entire class gift® fails.” 
As a result, “every class gift will fail if it 
is limited to take effect in members of a 
class on attaining an age in excess of 
twenty-one years unless the class is re- 
stricted to those members who are in esse 
when the gift is made.” ® 


Despite trenchant attack,” the rule in 
Leake v. Robinson has been followed by the 
courts.” Therefore any pension trust the 
benefits of which are not limited to em- 
ployees alive at the time of the creation of 


the trust or born within twenty-one years § 


thereafter, would seem to violate the Rule 
Against Perpetuities. Under the pension 


trust provision quoted above, it would bef 


theoretically possible for an employee to 
become entitled to a retirement pension 
even though he was born more than twenty- 


one years after the death of the last bene-f 
ficiary alive when the trust was created. ff 
Thus the interest of this employee would 


vest at a date beyond the limit fixed by the 
Rule and the whole class gift is thereby 
rendered void. 


Some trusts have sought to avoid the 


doctrine of Leake v. Robinson by providing J 


that the trust shall terminate twenty-one 
years after the death of the last survivor 


of all persons employed by the donor com-f 


pany at the date when the trust was 
created.” Such a provision would in most 
states prevent the possibility of an em- 


ployee’s interest vesting too remotely. Itf 


would seem, however, that such a provision 





® Carey and Schuyler, Future Interests, p, 644. 
See Leach, swpra. See also Carey and 
Schuyler, Future Interests, No. 497. 


1 Taylor v. Crosson, 11 Del. Ch. 145, 9g Atl. 
375 (1916); Lawrence v. Smith, 163 Ill. 149, 45 
N. E. 259 (1896); Schuknecht v. Schultz, 212 
Ill. 43, 72 N. E. 37 (1904); Pitzel v. Schneider, 
216 Ill. 87, 74 N. E. 779 (1905); Keefer v. Me- 
Cloy, 344 Ill. 454, 176 N. E. 743 (1931); Sears 
v. Putnam, 102 Mass. § (1869); Hall v. Hall, 
123 Mass. 120 (1877); Blackhurst v. Johnson, 
72 F. (2d) 644 (CCA-8 1934); Kates v, Walker, 
82 N. J. L. 157, 82 Atl. 301 (1912); McGill v. 
Trust Company of N. J., 94 N. J. Eq. 657, 121 
Atl. 760 (1923); Gillen v. Hadley, 106 N. J. 
Eq. 286, 150 Atl, 779 (1930); Moore v. Moore, 
6 Jones Eq. 132 (1860 N. Car.); Closset v, Burt: 
chaell, 112 Ore. 585, 230 Pac. 554 (1924); Cog- 
gin’s Appeal, 124 Pa. 10, 16 Atl. 579 (1889); 
Kountz’s Estate, 213 Pa. 390, 62 Atl. 1103 (1906); 
Hooper v. Wood, 97 W. Va. 1, 125 S. E. 350 
(1924). 


2 See No. 13.1(d) of the model pension trust 
prepared by the American Bar Association’s 
Committee on Pension and Profit-Sharing Trusts. 
Similar clauses have been used in a number of 
currently operating pension trusts which have 
been examined by the author. 
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would render the trust void in those states 
which follow the New York statutory rule 
requiring that all trust interests vest within 
two lives in being. Even in states follow- 
ing the common law rule against perpetu- 
ities, the trust might be void because it 
had adopted an excessive number of meas- 
uring lives as its standard of limitation.” 


Trusts of Unlimited Duration 


A pension trust may also be invalid 
because it lasts too long, even though all 
interests vest within the period of the Rule. 
The trust may contain no provision for 
any temporal termination or may provide 
for the payment of benefits to beneficiaries 
whose interests endure beyond the period 
of the Rule. Since the Rule as formulated 


ee tof by Gray applies only to the vesting of 
nsion ff 
renty- f° 
bene- f 

eated. F 


would 55: Cadell v. Palmer (1833), 1 Cl. & Fin. 372: 


interests, it does not operate to limit the 
temporal existence of a trust,“ and “any 
“It is frequently stated that any number 


of lives in being may be taken as the measur- 
ing period. Scattergood v. Edge (1697), 1 Salk. 


| Fitchie v. Brown, 211 U. S. 321 (1908); and 
Re Villar (1928), Ch. 471; (1929), 1 Ch. 243. 
See Gray, Perpetuities, Nos. 216-218. In Thel- 


lusson v. Woodford (1805), 4 Ves. 227, 11 Ves. 


112, 32 Eng. Reprint 1030, the trust was to 
last during the lives of nine of the donor's 
issue, and was held valid. In Cadell v. Palmer, 
supra, a trust to last during the lives of twenty- 


trust to last during the lives of all the de- 


said descendants numbered some 130 persons. 
Note, however, the statement of MacDonald, 
Chief Baron, in Thellusson v. Woodford, supra: 
“But, it is asked, shall lands be rendered un- 
alienable during the lives of all the individuals, 
who compose very large societies or bodies of 
men. It may be answered, that, when 
such cases occur, they will, according to their 
respective circumstances, be put to the usual 
test, whether they will or will not tend to a 
perpetuity, by rendering it almost, if not quite, 
impracticable to ascertain the extinction of the 
lives described.’’ In Re Leverhulme (1943), 2 
All. E. R, 274, an attack was made upon a 
trust using the same Queen Victoria clause 
discussed in Re Villar. Morton J. felt bound 
by Re Villar, since the Leverhulme trust was 
created over a year before the creation of the 
Villar trust, but he said: ‘‘For these reasons 
I have arrived at the conclusion that the trusts 
are not invalid, but I desire to add this warn- 
ing. I hope that no draughtsman will think 
that because of my decision he will necessarily 
be following a sound course if he adopts the 
well known formula referring to the descend- 
ants . . Of Queen Victoria. When that for- 
mula was first adopted there was little difficulty 
in ascertaining who those persons were. = 
As a result of my decision the clause in ques- 
tion can still be validly employed in the case 
of a testator dying in 1925; but I do not at 
all encourage anyone to use the formula in the 
case of a testator who dies in the year 1943 or 
at any later date.”’ 
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limit upon the duration of the trust term 
will not be imposed by that rule but must 
be referred to some other possible rule 
governing the duration of trusts.” * 


Whether there is a rule limiting the dura- 
tion of trusts is a question of much debate. 
Some authorities * believe that there is such 
a rule applicable to all private trusts, and 
there are cases which state that trusts 
which contain no provision for termination 
are void.” Such cases are a threat to any 
trust which does not contain a provision 
limiting its duration to the period of the 
Rule. These cases, however, seem to repre- 
sent a minority view * and no case has been 
found “not since overruled expressly or by 
implication, which must be regarded neces- 
sarily as holding that a trust for private 
persons is void on the sole ground 
that its duration is excessive.” Most of 
the writers on the subject of future interests 


It would seem that a limitation based on the 
last survivor of a group of several thousand 
employees apt to scatter all over the earth 
would be void because of the impossibility of 
ever determining when the period came to an 
end. In Re Moore (1901), 1 Ch. 936, a trust to 
last ‘‘until the period of twenty-one years from 
the death of the last survivor of all persons 
who shall be living at my death’’ was held 
void because of uncertainty, Similar decisions 
were made in Re Hxmouth (1883), 2 Ch. D. 
158, and Pownall v. Graham (1863), 33 Beav. 242. 

4 Gray, Perpetuities, Nos. 2, 3 and 232 to 
246; Kales, Future Interests, No. 658; Simes, 
The Law of Future Interests (St. Paul, 1936), 
Vol. 2, No. 553; Leach, Cases and Materials on 
the Law of Future Interests (Chicago 1935), 
p. 870. 

% Cleary, ‘‘Indestructible Testamentary Trusts’’ 
(1938), 43 Yale Law Journal 393, 395. See 
also Tiffany, “The Law of Real Property” (3rd 
Ed. Chicago 1939), Vol. 2, No. 408, p, 174, and 
the authorities cited in footnote 14 supra. Gray 
in particular attacks ‘‘the mistaken idea that 
a trust violates the Rule Against Perpetuities 
because it is to last indefinitely.’’ (Gray, Per- 
petuities, p. 428.) 

1® See Bogert, Trusts (Chicago 1936), No. 218, 
p. 680, 

11 Bigelow v. Cady, 171 Ill. 229 (1897); Barnum 
v. Barnum, 26 Md. 119 (1866); Aldenifer v. 
Wylie, 306 Ill. 426, 138 N, E. 143 (1923): Van 
Epps v. Arbuckle, 332 Ill. 551, 164 N. E. 1 (1928); 
Sandford’s Adm. v. Sandford, 230 Ky. 429, 20 
S. W. (2d), 83 (1929); City National Bank v. 
White, 337 Ill. 442, 169 N. E. 197 (1930); Wil- 
liams v. Herick, 19 R. I, 197, 32 Atl. 913 (1895). 
See Armstrong v. Barber, 239 Ill. 389, 88 N. E. 
246 (1909), and O’Hare v. Johnston, 273 Ill. 458, 
113 N. E. 127 (1916). 

i 1% Carey and Schuyler, Future Interests, pp. 
597-599; Leach, ‘‘Perpetuities in a Nutshell’’ 
(1938), 51 Harvard Law Review 638, 668. See 
also authorities cited in footnote 14, supra. 


Cleary, ‘‘Indestructible Testamentary Trusts” 
(1934), 43 Yale Law Journal 393, 398. See also 
Hatfield, *“‘Perpetuities in Land Trusts’’ (1945), 
40 Illinois Law Review 86, stating that Bigelow 


v. Cady, supra, is overruled by O’Hare v, John- 
ston, supra. 
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State that a trust is not void merely because 
it may last indefinitely,” and the majority 
of the decisions take the same view.” It 
would seem, therefore, that by the weight 
of authority, a pension trust should not be 
held void merely because it is designed to 
last indefinitely. 


Most pension trusts, however, contain 
spendthrift provisions or provisions making 
the trust indestructible.” When such pro- 
visions are added to a trust of indefinite 
duration, many authorities believe that the 
trust is thereby rendered void or voidable.” 
Gray in particular advocated this view,” 
and a number of writers have supported 
him;”* but “actual decisions upon the point 
are few.”* On the other hand, many 


authors take the position that such provi- 


20 Restatement, Future Interests, No. 378; 
Carey and Schuyler, Future Interests, pp. 587 
and 600; Gray, Perpetwities, Nos. 232-246 and 
412; Griswold, Spendthrift Trusts (Albany, 
1936), No. 290; Kales, Future Interests, No. 
658; Leach, Cases on Future Interests, p. 820; 
Leach, ‘‘Perpetuities in a Nutshell’’ (1938), 51 
Harvard Law Review 638, 668; Scott, Trusts, 
(Boston, 1939) Nos, 61.10 and 365; Simes, Fu- 
ture Interests, No. 553, and Tiffany, Real Prop- 
erty, Vol. 2, p. 173. See also Cleary, ‘‘Inde- 
structible Testamentary Trusts’’ (1934), 43 Yale 
Law Journal 393, 398, and Hatfield, ‘‘Perpetui- 
ties in Land Trusts’’ (1945), 40 Illinois Law 
Review 86, 

21 Loomer v. Loomer, 76 Conn. 522, 57 Atl. 
167 (1904); Greenwick Trust Company v. Shiv- 
ley, 110 Conn. 117, 147 Atl. 367 (1929); Colonial 
Trust Company v. Waldron, 112 Conn. 216, 152 
Atl. 69 (1930); Wilbur v. Portland Trust Com- 
pany, 121 Conn, 535, 186 Atl. 499 (1936); Story 
v. First National Bank, 115 Fla. 436, 156 So. 
101 (1934); Haston v. Hall, 323 Ill. 397, 154 
N. E. 216 (1926); McKibben v. Pioneer Trust 
é& Savings Bank, 365 Ill. 369, 6 N. E. (2) 619 
(1937); Thomas v. Pullman Trust & Savings 
Bank, 371 Ill. 577, 21 N. E. (2) 897 (1939); 
Phillips v. Harrow, 93 Iowa 92, 61 N. W. 434 
(1894); Pulitzer v. Livingston, 89 Me. 359, 36 
Atl. 635 (1896); Gambrill v. Gambrill, 122 Md. 
563, 89 Atl. 1094 (1914); Trautz v. Lemp, 329 
Mo. 580, 46 S. W. (2) 135 (1932); Tramell v. 
Tramell, 162 Tenn. 1, 32 S. W. (2) 1025 (1931); 
In re Chardon (1928), 1 Ch. 464. ‘‘There is no 
objection upon principle or by the great weight 
of authority, to a trust which lasts longer than 
the period of perpetuities.’’ (Leach, ‘‘Perpetui- 
ties in a Nutshell’ (1938), 51 Harvard Law Re- 
view 638, 668.) 


22 As here used, ‘indestructible’? means that 
the beneficiary may receive only his aliquot 
share of the income and cannot demand pos- 
session of the corpus, See Cleary, ‘‘Indestruc- 
tible Testamentary Trusts’”’ (1934), 43 Yale Law 
Journal 393, 


22 As to trusts containing spendthrift provi- 
sions, see Scott, Trusts, No. 365, p. 1968, and 
Simes, Future Interests, No. 558, pp. 444-445. See 
also Leach, ‘‘Perpetuities in a Nutshell’ (1938), 
51 Harvard Law Review 638, 668. As to inde- 
structible trusts, see Bogert, Trusts, No. 218, 
pp. 672-676; Gray, Perpetuities, No. 121.7; Kales, 
Future Interests, No. 658; Scott, Trusts, No. 
62.10, p. 393; Simes, Future Interests, Nos. 500, 
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sions do not make an unlimited trust in- 
valid,” and several courts have reached 
the same _ conclusion.“ Moreover, the 
latest writers on the subject state that no 
such rule exists*® and that “the views of 
Gray and Kales must be rejected,” ™ 
especially in relation to class gifts." The 
preferable view, therefore, would seem to 
be that unlimited trusts are not void merely 
because they contain spendthrift or inde- 
structibility clauses. 

There is, however, eminent authority to 
support the application of Gray’s view." 
Professor Leach has advised that drafts- 
men limit the duration of any trust to the 
period of the Rule Against Perpetuities,* 
and the American Bar Association’s Com- 
mittee on Pension and _ Profit-Sharing 


553 and 557; and Cleary, ‘‘Indestructible Testa- f 


mentary Trusts’’ (1934), 43 Yale Law Journal 
393. 

24 ““As the Rule Against Perpetuities had to be 
invented to contro] the indestructible future in- 
terests created by Pells v. Brown, so some rule 
must be invented to control the inalienable in- 
terests created by Claflin v. Claflin. It is per- 
haps likely that the same period as _ that 
prescribed by the Rule Against Perpetuities will 
be taken... .’’ (Gray, Perpetuities, No. 121.7, 
p. 122.) 

> See footnote 23, supra. 


*Cleary, ‘‘Indestructible Testamentary 
Trusts” (1934), 43 Yale Law Journal 393, 401. 
See Story v. First National Bank, 115 Fla. 436, 
156 So. 101 (1934); Hopkinson v, Swain, 284 IIl. 
11, 119 N. E. 985 (1918); Armstrong v. Barber, 
239 Ill. 389, 88 N. E. 246 (1909); Van Epps v. 
Arbuckle, 332 Ill. 551, 164 N. E. 1 (1928); Souwth- 
ard v. Southard, 210 Mass. 547, 96 N. E. 941 
(1911); Pennsylvania Company v. Price, 7 Phila. 
465 (Pa. 1870); and In re Shalloross’ Estate, 200 
Pa. 122, 49 Atl. 936 (1901). See also Simes, 
Future Interests, No. 557. 

2™ As to spendthrift trusts, see Gray, Perpetui- 
ties, Nos. 442, 437-438; Griswold, Spendthrift 
Trusts, Nos. 290, 293-294; and Sweet, ‘‘The Mon- 
strous Regiment of the Rule Against Perpetui- 
ties’’ (1906), 18 Juridicial Review 132, 142. As to 
indestructible trusts, see Carey and Schuyler, 
Future Interests, pp. 600, 611-612; Gray, Per- 
petuities, No. 121.7, footnote 4; Leach, ‘‘Perpe- 
tuities in a Nutshell’ (1939), 51 Harvard Law 
Review 638, 668; Tiffany, Real Property, Vol. 2, 
pp. 173-175. 

*% Greenwich Trust Company v. Shively, 110 
Conn. 117, 147 Atl. 367 (1929); Howe v. Morse, 
174 Mass. 491, 55 N. E. 213 (1899); and Trammell 
v. Trammell, 162 Tenn. 1, 325 W. (2) 1025 (1931). 

7° Gray, Perpetuwities (4th Ed.), No. 121.7, foot- 
note 4. 

% Carey and Schuyler, Future Interests, pp. 
611-612. 

31 Tbid, p. 612. 

®&See Cleary, ‘‘Indestructible Testamentary 
Trusts”’ (1934), 43 Yale Law Journal 393, 402. 

33 Leach, ‘‘Perpetuities in a Nutshell’’ (1938), 
51 Harvard Law Review 638, 671. See also Simes, 
Future Interests, No. 500, where he states, 
= a limitation may be void even though all 
interests are vested, if it is involved in a trust 
which may remain indestructible for a time 
longer than the period of the Rule.’’ (p. 360). 
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Trusts has taken the some position as to 
pension trusts in any state not having an 
exempting statute.“ It may be, therefore, 
that pension trusts of unlimited duration 
would be held void in several jurisdictions 
if the Rule were held applicable to such 
trusts. 


The Effect of Exempting Statutes 


As previously mentioned, several states 
have sought to avoid the unfortunate re- 
sults of the application of the Rule Against 
Perpetuities to pension trusts by enacting 
statutes exempting such trusts from the 
Rule. Most of these statutes provide a 
blanket exemption from the Rule for any 
“trust of real or personal property created 
by an employer as a part of a stock bonus 
plan, pension plan, disability or death 
benefit plan, or profit-sharing plan, for the 
exclusive benefit of some or all of his em- 
ployees.” * This form of exemption has 
been used by Alabama, Delaware, Illinois, 
Missouri, New York and North Carolina.” 


California has a very elaborate statute ® 
providing for the creation of state reg- 
istered retirement systems for employees. 
By Section 9, any trust forming a part of 
such a retirement system is exempted from 
the Rule Against Perpetuities and the Rule 
Against Restraints on Alienation. Rhode 
Island also has a detailed statute ® on the 
pension trusts, perhaps the best of the lot. 
After defining a pension trust, the statute 
provides for the exemption of such trusts 
from the Rule and then states that the 
interest of the employee beneficiaries shall 
not be subject to attachment or assignment. 


Some of the statutes contain curious 
oversights. In Alabama there is a statutory 
prohibition against accumulations of trust 





34See No. 13.1(d) of the Committee’s model 
pension trust. 

35 See Ala. Laws, 1945, Gov. Act No. 306; Cal. 
Statutes 1945, Ch. 1035, Ass. Bill No. 1048; Del. 
Laws 1945, S. B. 55; Ill, Rev. Stats. at Ch, 30, No. 
153 and Ch. 48 Nos. 39t to 39v; Mo. Rev. Stats. 
No. 3541-A as amended by L. 1941, S. B. 68; 
at New York Per. Prop. Law Nos. 13-c and 16; 
No. Car. Laws 1945, S. B. 18; Rhode Is. Laws 
1943, Ch. 1346. 

% See Ala. L. 1945, Gov. Act No. 306. 

37 Ala. L. 1945, Gov. Act No. 306; Del. L. 1945, 
S. B. 55; Ill. Rev. Stat. Ch. 48, Nos. 39(t), (u) 
and (v); Mo. Rev. Stat., No. 3541-A, L. 1941, 
S. B. 68; New York Per. Prop. Law, No. 13-c; 
No. Car. L. 1945, S. B. 18. 

38 Cal. Stats. 1945, Ch. 1035. 

® TL, 1943, Ch. 1346, Nos. 1-4. 


# Ala. Code, Tit. 47 No. 146. Query: Would 


this statute be applicable to pension trusts? » 


See Henderson v. Henderson, 210 Ala, 93, 97 
So. 353 (1923); Watters v. First National Bank, 
233 Ala. 227, 171 So. 2808 (1936). 
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income for more than ten years,” yet the 
Alabama statute relating to pension trusts 
seems to provide for no exemption from 
this prohibition. The Delaware and North 
Carolina statutes have the same omission; 
but since those states do not have any 
statutes against accumulations, this is prob- 
ably of no consequence.” California, IIli- 
nois, Missouri, New York and Rhode 
Island,” however, all carefully exempt pen- 
sion trusts from their statutes against ac- 
cumulations. 


An intriguing feature of the Illinois stat- 
ute is Section 2 thereof, which provides that 
the exemption granted by the statute shall 
not apply to a trust created prior to the 
effective date of the statute if suit to ter- 
minate the trust is begun within three years 
of said date.“ Should the Treasury in its 
never-ending search for revenue decide to 
attack all pension trusts for violation of 
the Rule Against Perpetuities, this provi- 
sion may be a source of woe for many an 
Illinois pension trust created before the 
enactment of the statute. It would also 
make difficult the defense of such trusts 
against suits for termination instituted by 
trustees in bankruptcy or disgruntled 
minority stockholders. Furthermore, this 
provision raises an interesting question as 
to all of the other statutes, namely: Are 
such statutes applicable to trusts created 
before their enactment; or, having been 
void ab initio, are such trusts incapable of 
renewed existence even under the benign 
protection of the new statutes?“ 

In addition, these statutes raise the ques- 
tion as to what state law governs an inter 
vivos trust. It is possible that a pension 
trust, valid in the state where created, may 
be held invalid because, under the rules of 
conflicts of law, its validity is determined 





“ There is some authority to the effect that 
the Rule Against Perpetuities operates as a 
limitation on accumulations even in the absence 
of a _ statute restricting accumulations. See 
Carey and Schuyler, Future Interests, No. 502, 
and Gray, Perpetuities, Nos. 671, 672. Since the 
statutes in these states exempt pension trusts 
from the operation of the Rule, it would seem 
reasonable to believe that they also exempt 
accumulations in such trusts from the common 
law rule. 


4 Cal. Stats. 1945, Ch. 1035; Ill. Rev. Stats., 
Ch, 30, No. 153; Mo. Rev. Stats. No. 3541-B; 
New York, Per. Prop. Law No. 16; R. I. L. 
1943, Ch, 1346, No. 3. 


43 Tll. Rev. Stats., Ch. 48, No. 39(u). 


4 Apparently this provision of the Illinois 
statute was inserted to avoid any question of 
constitutionality arising from a _ retrospective 
impairment of the rights of creditors and stock- 
holders te the funds contributed to the pension 
trusts. Such a question still seems open as to 
the other state statutes, 
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by the law of some other state ® which has 
no exempting statute. 


The whole question of the application of 
conflicts rules to inter vivos trusts is very 
confused,” the more so since the field of 
conflicts of law is confused in itself.“ The 
cases abundantly demonstrate this con- 
fusion“ so that it is nearly impossible to 
state any uniform rule, and “no case can 
be cited with accuracy for any general 
rule.” Professor Beale ® and the Restate- 
ment™ take the position that the validity 
of an inter vivos trust of securities is de- 
termined by the situs of each security at the 
time of the creation of the trust, while 
Professor Cavers™ argues that the intent 
of the settlor should govern. The latest 
cases™ seem to follow the latter theory, 
and the ultimate resolution of the problem 
will probably be along that line. 


Regardless of which view is adopted, 
however, trouble is almost certain to arise 
from the application of the Rule Against 
Perpetuities to pension trusts under the 
rules of conflicts of law. The uncertainty 
of the subject is itself a threat in a situa- 


# See Bishop v. Bishop, 257 N. Y. 40, 177 N. E. 
302 (1931); Hutchison v. Ross, 262 N. Y. 381, 
187 N. E. 65 (1933); and Fowler’s Appeal, 125 
Pa. 388, 17 Atl. 431 (1889). See also Beale, 
The Conflicts of Laws (New York 1935), No. 
294; Gray, Perpetuities, Nos. 260-262.2; Restate- 
ment, Conflict of Laws, No. 294 and Cavers, 
“Trusts Inter Vivos and the Conflict of ‘Laws’”’ 
(1931), 44 Harvard Law Review 161. The ques- 
tion may arise in relation to a trust created 
under the protection of one of the statutes 
cited in footnote 32 supra, but which is held 
to be governed by the law of a state not having 
such a statute; or it may arise in relation to 
a trust which is valid under the common law 
rule but which violates the law of some state 
which follows the New York statutory scheme. 
For a discussion of these statutory rules against 
perpetuities, see 4 Restatement, Property, 
pp. 2134-2136; Simes, Future Interests, Nos. 560- 
585; and Hatfield, ‘‘Perpetuities in Land Trusts’’ 
(1945), 40 Illinois Law Review 86, 100-102. 

4 Gray, Perpetuities, No. 260; Cavers, ‘“Trusts 
Inter Vivos and the Conflict of Laws’’ (1931), 
44 Harvard Law Review 161; and Note (1941), 
89 University of Pennsylvania Law Review 360. 
Significantly, Gray discusses several cases but 
states no conclusion as to what rule governs. 

47 Cavers, ‘“‘A Critique of the Choice-of-Law 
Problem”’ (1934), 47 Harvard Law Review 173. 

48 See the numerous cases cited in 89 A, L. R. 
1023 and 139 A. L. R. 1129. 

# Note (1941), 89 University of Pennsylvania 
Law Review 360, 364. 


5% Beale, Conflicts, No. 294.3. 
51 Restatement, Conflicts, No. 294. 


% Cavers, ‘““‘Trusts Inter Vivos and the Con- 
flict of Laws’’ (1931), 44 Harvard Law Review 
161. 

% Hutchinson v. Hutchinson, 48 Cal. App. (2) 
12, 119 P. (2) 214 (1941); Wilmington Trust 
Company, Del. Sup., 24 Atl. (2) 309 (1942); 
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tion where certainty and stability are of 
prime importance, and neither of the views 
set forth above lessens this uncertainty. 
If Professor Beale’s view is adopted, the 
trust may be void because the securities 
may be located in another™ state; if Pro- 
fessor Cavers’ view is adopted, the trust 
could be rendered void if the trustee should 
invest any of the corpus in land in a non- 
exempting™ state. Thus statutory exemp- 
tion of pension trusts from the Rule does 
not afford a complete solution unless such 
statutes are passed in all of the states. 


THE RULE SHOULD NOT 
GOVERN PENSION TRUSTS 


The foregoing analysis of possible pen- 
sion trust violations of the mathematical 
formulae of the Rule Against Perpetuities 
is necessarily brief and touches only a few 
of the many problems which must be con- 
sidered if the Rule is applied to such trusts. 
Even this brief discussion, however, in- 
dicates that pension trusts may be void on 
several grounds if the Rule is applied to J 





Shannon v. Irving Trust Company, 275 N. Y. 26, 
9 N. E. (2) 792 (1937). The English cases also 
seem to accept the intent of the settlor as de- 
cisive. Re Fitzgerald (1904), 1 Ch. 573. See 
Croucher, ‘‘Trusts of Moveables in Private Inter- 
national Law,’’ 4 Modern Law Quarterly 111, 
120. A widely circulated set of pension trust 
forms apparently is based on this, theory, all of 
the forms calling for the location of the trust in 
New York and reciting that any question as to 
the validity of the trust should be decided in 
accordance with the laws of New York (which 
has a statute exempting pension trusts from its 
statutory rule against perpetuities. See Research 
Institute of America, Analysis No. 29a, pp. 7, 34, 
39 and 47. 


5 See Hutchison v. Ross, 262 N. Y. 381, 187 
N. E. 65 (1933); Shannon v. Irving Trust Com- 
pany, 275 N.Y. 26, 9 N. E. (2) 792 (1937); 
Fowler’s Appeal, 125 Pa.. 388, 17 Atl. 431 (1889). 
See Cavers, ‘‘Trusts Inter Vivos and the Con- 
flict of Laws’’ (1931), 44 Harvard Law Review 
161. And what would be the result under this 
view of the application of the Supreme Court 
rule that the situs of a share of corporate stock 
is the state of incorporation regardless of the 
physical situs of the share? See State Tax 
Commission of Utah v. Aldrich, 316 U. S. 174 
(1942). See also Curry v. McCanless, 307 U. S. 
357 (1938); Wisconsin v. J. C. Penny Co., 311 
U. S. 435 (1940); also Corry v. Baltimore, 196 
U. S. 466 (1904) and Schuylkill Trust Company 
v. Pennsylvania, 302 U. S. 506 (1937). 


5% Bishop v. Bishop, 257 N. Y. 40, 177 N. E. 302 
(1931). In this case, the testator left property 
in a trust, the terms of which were valid ac- 
cording to the laws of Massachusetts, where the 
testator was domiciled. The trustee invested 
part of the trust corpus in real estate in New 
York. The trust violated the New York statu- 
tory rule, and that part of it which consisted of 
New York real estate was held void. 
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them.” This raises the more basic ques- 
tion, therefore, of whether the Rule does 
apply to pension trusts. 


The Fundamental Purpose of 
the Rule 


“Underlying the computational aspects 
of the Rule there always lies the more 
fundamental problem of applying or not 
applying the Rule.”™ “No rule of thumb 
is of aid in the process. The answer to 
this deeper and more vital problem must 
rest on an understanding of the funda- 
mental purpose of the Rule,”™ and failure 
to apply the Rule in the light of its funda- 
mental purpose can result only in “a system 
»f shabby casuistry in which all other con- 
siderations are tossed aside save cross-word 
puzzle computations under the Rule.”™ 

We must recognize:that “there exists 
ibout the Rule a corona of problems whose 
solution requires some arithmetic but, much 
more, an understanding of the essential 
policy of the Rule and the nature of the 
abuses it seeks to prevent.” The ques- 
tion of whether the Rule Against Perpetu- 
ities should be applied to pension trusts is 
one of these problems, and an understand- 
ing of its basic purpose will demonstrate 
“that the law of perpetuities arose to com- 
bat abuses peculiar to instruments of 
family setthkement and that to subject com- 
mercial arrangements [such as_ pension 

56 Most pension trusts also contain provisions 
for the accumulation of funds, and such pro- 
visions may violate various state statutes re- 
stricting the accumulation of trust income. This 
question is outside the scope of this article and 
is merely noted to show that pension trusts are 
subject to numerous dangers unless it is recog- 
nized that the rules applicable to ordinary trusts 
are not applicable to pension trusts. 

5t Hatfield, ‘‘Perpetuities in Land Trusts’’ 
(1945), 40 Illinois Law Review 86, 97. | 

58 Carey and Schuyler, Future Interests, p. 581. 

59) Hatfield, ‘‘Perpetuities in Land Trusts” 
(1945), 40 Illinois Law Review 86, 97. 

6 Leach, ‘‘Powers of Sale in Trustees and the 
Rule Against Perpetuities’’ (1934), 47 Harvard 
Law Review 948. 

61 Ibid., p. 949. Italics supplied. 

® Gray, Perpetuities, Nos. 2.1, 603.1 and espe- 
cially the discussion of Pells v. Brown in No. 
159; Plucknett, Concise History of the Common 
Law (2nd Edition 1936) pp. 527-536; and Restate- 
ment, Future Interests, pp. 2130-2134. See also 
Fox, ‘‘The Criticism of Cases’’ (1893), 6 Harvard 
Law Review 195; Frazer, ‘‘Rationale of the Rule 
Against Perpetuities’’ (1922), 6 Minnesota Law 
Review 560; Leach, ‘‘Powers of Sale in Trustees 
and the Rule Against Perpetuities’’ (1934), 47 
Harvard Law Review 948. 

8% Gray, Perpetuities, No. 201, and Kales, Fu- 
ture Interests, No. 652. See also Carey and 
Schuyler, Future Interests, No. 475. As to 
future interests not governed by the Rule, see 
Carey and Schuyler, supra, No. 474; Leach, 





Perpetuities and Pension Trusts 








trusts] to the same restrictions is to extend 
rather than apply the Rule.”™ 


The Rule Against Perpetuities is one of 
the rules developed by the common law to 
ensure the alienability of property.” The 
Rule seeks to accomplish this end by re- 
quiring that certain future interests vest 
within lives in being and twenty-one years,™ 
thus eliminating “dead hand control through 
the device of creating property interests in 
successive generations” “ and making prop- 
erty responsive to the needs of the current 
generation.” It is most important to 
realize, however, that the Rule grew up in 
relation to family dispositions. “The Rule 
Against Perpetuities was the last phase of 
a centuries-long battle fought by the Eng- 
lish courts against the dynastic impulses of 
the nobility and landed gentry.”% “The 
point is that the Rule was aimed at the 
indestructible estate tail and things like it 
—dispositions to which the adjective dynastic 
could properly be applied.”® It is a rule 
which was developed “to prevent the 
mischief arising from the attempts of set- 
tlors, testators and others to postpone the 
alienation of property for unduly long 
periods. It is not of universal application” ® 
and has been primarily used in connection 
with the family trust.” 


As a device to control the creation of 
dynastic family trusts, the Rule is “an ex- 
pression in mathematical terms of a con- 





Cases on Future Interests, Chap. 22, and Sweet, 
‘“‘The Monstrous Regiment of the Rule Against 
Perpetuities’’ (1906), 18 Juridicial Review 132, 
144-153. 

**Cleary, ‘‘Indestructible Testamentary Trusts”’ 
(1934), 43 Yale Law Journal 393. 

®& See Hatfield, ‘‘Perpetuities in Land Trusts”’ 
(1945), 40 Illinois Law Review 86, 94; Leach, 
‘“‘Powers of Sale in Trustees and the Rule 
Against Perpetuities (1934), 47 Harvard Law 
Review 948, 952; and Restatement, Future In- 
terests, p. 2132. 

%& Whitby v. Mitchell (1890), 42 Ch. Div. 494, 
44 Ch. Div. 85; Knightsbridge Estates Trust, 
Ltd. v. Byrne (1939), Ch. 441. See Leach, Cases 
on Future Interests, p. 893 and Plucknett, His- 
tory of the Common Law, pp. 533-535. 

8 Leach, ‘‘The Rule Against Perpetuities and 
Gifts to Classes’’ (1938), 51 Harvard Law Re- 
view 1329, 1330. See Zollmann, American Law 
of Charities, (Milwaukee 1924): ‘It was con- 
trived to restrain the natural propensity of men 
to perpetuate their estates in their families and 
among the descendants of themselves. . . . Its 
object, to prevent posthumous accumulations of 
large fortunes and the pampering of a spurious 
aristocracy. . . ‘Cp. 190). 

68 Leach, ‘‘The Rule Against Perpetuities and 
Gifts to Classes’’ (1938), 51 Harvard Law Re- 
view 1329, 1331. 

® Knightsbridge Estates Trust, Ltd. v. Byrne 
(1939), Chs. 441, 463. 

7 See Hatfield, ‘‘Perpetuities in Land Trusts’’ 
(1945), 40 Illinois Law Review 86, 94. 
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sideration of public policy, and down 
through the centuries it “has taken shape 
at the direction of social and economic 
forces.” Thus it is clear that “the Rule, 
is not of feudal origin; it has its support 
in the practical needs of modern times. 
Therefore, although it is applied with great 
strictness, courts attend in applying it to 
substance rather than the form of future 
limitations”; for both the Rule Against 
Perpetuities and the Rule Against Re- 
straints on Alienation are “offshoots of the 
same principle, and when that principle 
wholly fails of application, it may be said 
that they both fail also.’ Therefore, 


when public policy does not require the 
application of the Rule, the courts should 
not strike down a trust merely because 
it violates the form of the Rule.” 





The Inapplicability of the Rule 
Against Perpetuities to Contemporary 
Pension Trusts 


Having been designed to control the 
creation of dynastic family trusts, the Rule 
Against Perpetuities is not properly ap- 
plicable to the instruments created to meet 
the needs of modern commerce,” and con- 
temporary social policy definitely does not 
support the application of the Rule to pen- 
sion trusts. By putting a limit to the fetter- 
ing of property with dynastic chains, the 
Rule Against Perpetuities encouraged the 
circulation of property™ and its transfer 
to those of each generation who would put 
it to its greatest utility. The Rule was 
thus “a correlary of the English stress on 
individualism and rested upon the accept- 
ance of a society organized upon com- 
petitive theory.” ® 


™ Leach, ‘“‘The Rule Against Perpetuities and 
Gifts to Classes’’ (1938), 51 Harvard Law Review 
1329, 1353. 

72 Carey and Schuyler, Future Interests, p. 591. 

3 Gray, Perpetuities, No. 203, p. 193. 

™ Gray, Perpetuities, p. 574. 

™ See Leach, ‘‘The Rule Against Perpetuities 
and Gifts to Classes’’ (1938), 51 Harvard Law 
Review 1329, 1353. 

% Knightsbridge Estates Trust, Ltd. v. Byrne 
(1939), Ch. 441. See Hart v. Seymour, 147 Ill. 
598, 35 N. E. 246 (1893), and Howe v. Morse, 
174 Mass. 491, 55 N. E. 213 (1899). See also 
Carey and Schuyler, Future Interests, No. 492 
at p. 633; Leach, Cases on Future Interests, 
pp. 893-894; Hatfield, ‘‘Perpetuities in Land 
Trusts’ (1945), 40 Illinois Law Review 86; 
Leach, ‘‘Powers of Sale in Trustees and the Rule 
Against Perpetuities’’ (1937), 47 Harvard Law 
Review 948; Sweet, ‘‘The Monstrous Regiment 
of the Rule Against Perpetuities’’ (1906), 18 
Juridicial Review 132. 

% Gray, Perpetuities, No. 2.1. 





Our society today no longer stresses this 
individual competition. Indeed, the rise of 
the pension trust is evidence of the grow- 
ing paternalism of our social system, and 
the extensive legislation encouraging and 
regulating these trusts shows clearly that 
there is a strong social policy in favor of 
such paternalism and opposed to the old 
ideas of laissez-faire competition. It is 
obvious, therefore, that a rule of family 
trust law based upon a concept of individual 
competition should not be extended beyond 
its original scope to invalidate social instru- 
ments based upon a concept of paternalism. 
Having been designed to penalize “persons 
less fit. less keen in the social struggle,” ™ 
the Rule Against Perpetuities should not 
be invoked to strike down social instru- 
ments encouraged by law to aid those who 
are less fit. 






Analogous Interests to Which the 
Rule Has Been Held Inapplicable 


In deciding that the Rule does not apply 
to pension trusts, a court would have ample 
analogous precedent. The Rule “is not of 
universal application,” and because the 
Rule applies to one group of legal interests, 
‘it does not follow that it applies to the 
others.” * Thus, many interests, including 
reversions, possibilities of reverter and 
rights of entry for condition broken, are 
not subject to the Rule.” 


A. Business Trusts: One of the most 
important interests not subject to the Rule 
is the business trust. Professor Kales 
stated that the Rule should apply to these 
purely commercial ventures;“ but the 
Massachusetts court realized that such a 
trust was “not within the reason or the 
terms of what is called the Rule Against 
Perpetuities”® and held the trust valid. 


78 Hatfield, ‘‘Perpetuities in Land Trusts’”’ 
(1945), 40 Illinois Law Review 86; Leach, ‘‘Pow- 
ers of Sale in Trustees and the Rule Against 
Perpetuities’’ (1937), 47 Harvard Law Review 
948. 

7 Restatement, Future Interests, p. 2132. 

8% Ibid. See Leach, ‘‘The Rule Against Per- 
petuities and Gifts to Classes’’ (1938), 51 Har- 
vard Law Review 1329, 1353. 

8 Knightsbridge Estates Trust, Ltd. v. Byrne 
(1938), Ch. 741; (1939), Chs. 441, 463. 

8% Sweet, ‘““‘The Monstrous Regiment of the 
Rule Against Perpetuities’’ (1906), 18 Juridical 
Review 132, 136. 

83 See Carey and Schuyler, Future Interests, 
No. 474; Leach, ‘‘Perpetuities in a Nutshell’ 
(1938), 51 Harvard Law Review 638, 664; and 
Sweet, ‘‘The Monstrous Regiment of the Rule 
Against Perpetuities’’ (1906), 18 Juridical Re- 
view 132. 

% Kales, Future Interests, No. 658. 

% Howe v. Morse, 174 Mass. 491, 55 N. E. 213 
(1899). 
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This holding has been followed consist- 
ently ® and it is now well settled that such 
trusts are not within the scope of the 
Rule.” 


B. Commercial Mortgages: Another in- 
terest to which the Rule is inapplicable is 
the commercial mortgage. Gray recognized 
that the form of such mortgages violated his 
concept of the Rule because the mortgagee 
could obtain title to the land only upon 
default. Thus, the mortgagee had a con- 
ditional interest in land which might not 
vest within the period of the Rule, but Gray 
fel€ that the courts should declare that such 
mortgages were an exception to the Rule 
Against Perpetuities.* The problem, how- 
ever, was not that of creating an exception 
to the Rule, but of examining “another 
situation in which not mathematics but con- 
sideration of the essential policy of the 
Rule” * was the acid test. The courts have 
realized this and have held that the Rule 
\gainst Perpetuities does not apply to com- 
mercial mortgages because such interests 
are outside the reason and scope of the 
Rule.” 


C. Options to Purchase in Leases: Op- 
tions to purchase appendant to a long term 
lease represent another interest to which 
the Rule Against Perpetuities has been held 
inapplicable. The holder of such an option 


% Com. Trust & Safe Deposit Company v. Hol- 
lister, 74 Conn. 228, 50 Atl. 750 (1901); Loomer 
v. Loomer, 76 Conn. 522, 57 Atl. 167 (1904); 
Hart v. Seymour, 147 Ill. 598, 35 N. E. 246 
(1893); Wechter v. Chicago Title &€ Trust Com- 
pany, 385 Ill. 111, 52 N. E. (2) 157 (1944); Gray 
v. Whittemore, 192 Mass. 367, 78 N. E. 422 
(1906); Closset v. Burtchaell, 112 Ore. 585, 230 
Pac. 554 (1924); and Cooper’s Estate, 150 Pa. 
576, 24 Atl. 1057 (1892). 

% Hatfield, ‘‘Perpetuities in Land Trusts’’ 
(1945), 40 Illinois Law Review 86, 106-107. 

88 Gray, Perpetwities, Nos. 566-570. ‘‘Mortgages 
in fee for the payment of money or the per- 
formance of other acts at a date more than 
twenty-one years after lives in being have prob- 
ably been few. The question may be some day 
presented in connection with railroad mort- 
gages. In view of the large interests likely 
to be involved, and the novelty of the question, 
the courts may perhaps sustain the validity 
of such mortgages. It is to be hoped, should 
this be the case, that they will frankly declare 
them an exception to the Rule Against Per- 
petuities.”’ @@. 555.) Gray’s argument is 
equally applicable to pension trusts, but, as 
Mr. Sweet says, ‘‘there would seem to be some- 
thing wrong about a rule which requires an 
exception to be made to it because large in- 
terests are involved.’’ (Sweet, ‘‘The Monstrous 
Regiment of the Rule Against Perpetuities’’ 
(1906), 18 Juridical Review 132, 140.) The real 
question, of course, is whether such interests 
are within the proper scope of the Rule. 

88 Leach, ‘‘Powers of Sale in Trustees and the 
Rule Against Perpetuities’’ (1937), 47 Harvard 
Law Review 948, 950. As Professor Leach says, 
the court must consider whether it wishes to 
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has a contingent interest which may not 
vest within the period of the Rule; Gray, 
therefore, took the position that such op- 
tions weré void if they could be exercised 
beyond the period of the Rule.” The Eng- 
lish courts have taken the same view,” and 
some American courts have followed in 
their wake.” It is apparent, however, that 
such options do not violate the purpose of 
the Rule,“ and the majority of the courts 
in this country have recognized this fact. 
They have held, therefore, that such options 
are not subject to the Rule Against Per- 
petuities.” 


Recondite Property Law and 
Modern Tax Problems 


Since the primary importance of pension 
trusts arises from considerations of federal 
tax law, it is probable that the question of 
the validity of such trusts will first be 
raised in a federal court. It is now settled 
that federal courts must follow the deci- 
sions of the local state courts,” especially 
in determining the validity of trusts.” 
However, in the absence of a binding state 
precedent, the federal courts may use their 
own reasoning in forming their judgments; 
and it is a hopeful sign for the future of 
pension trusts that those courts have shown 


extend the Rule to the interest in question. Mr. 
Sweet points out that Lord Nottingham would 
be astonished at the idea that the Rule applied 
to commercial instruments. (Sweet supra, 
p. 139). 

” Knightsbridge Estates Trust, Ltd. v. Byrne 
(1938), Ch. 741; (1939) Ch. 441; (1940) A. C. 
613 (House of Lords). In so holding the court 
said: ‘“‘The Rule Against Perpetuities is a rule 
which was made to prevent the mischief aris- 
ing from the attempts of settlors, testators and 
others to postpone the alienation of property 
for unduly long periods. It is not of universal 
application. The Rule has never been 
applied to mortgages, no doubt because such 
transactions do not produce the mischief which 
the Rule was intended to prevent.’’ ((1939) Chs. 
444, 463.) Accord see Sacramento Bank v. Al- 
corn, 121 Cal. 379, 53 Pac. 813 (1898). 

% Gray, supra, No. 230.2. 

% Woodall v. Clifton (1905), 2 Ch. 257, and 
Worthing Corporation v. Heather (1906), 2 Ch. 
532; 

% Hastman Marble Company v. Vermont 
Marble Company, 236 Mass, 138, 128 N. E. 177 
(1920). 

% Leach, ‘‘Perpetuities in a Nutshell’’ (1938), 
51 Harvard Law Review 638, 661. See also 
Carey and Schuyler, Future Interests, No. 492. 

%® Hollander v. Central Metal Company. 109 
Ind. 131, 71 A. 442 (1908), and Keogh v. Peck, 
316 Ill. 318, 147 N. E, 266 (1925). 

% Brie Railroad v. Tompkins, 304 U. S. 64 
(1937). 

% Aetna Life Insurance Company v, Hoppin, 
214 Fed. 928 (CCA-7, 1914); Blair v. Commis- 
sioner, 300 U. S. 5 (1936) [37-1 ustc § 9083]. 
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unusual intelligence and vigor in refusing to 
be bound by “elusive and subtle casuistries 
which may have their historic justification 
but possess no relevance for tax pur- 
poses.” A conspicuous example of this 
has been the refusal of the federal courts 
to follow the archaic rule of Jee v. Audley,” 
which held that there should always be 
a conclusive presumption of fertility” It 
is to be hoped that they will show the same 
independent and sound judgment when con- 
sidering the question of the application of 
the Rule Against Perpetuities to pension 
trusts, and that they will refuse “to sub- 
ordinate the plain purposes of a modern 
fiscal measure to the wholly unrelated 
origins of the recondite learning of ancient 
property law.” ™ 


Faced with the question of whether the 
Rule Against Perpetuities should be ex- 
tended to the pension trusts of modern in- 
dustry, a court should not hesitate to say 
that the Rule does not apply to such trusts. 
The Rule is an almost pure example of 
judicial legislation,” and it is thus pe- 
culiarly the province of the court to deter- 
mine the scope of its application.” Judges 
in the past have held interests valid which 
violated the form but not the purpose of 
the Rule,“ and their wise and courageous 
action should be followed. 





% Helvering v. Hallock, 309 U. S. 
(1939) [40-1 ustc ] 9208]. 

% 1 Cox 324 (1787). 

10 See U. 8S. v. Provident Trust Company, 
291 U. S. 272 (1934) [4 ustc § 1229]; City Bank 
Farmers Trust Company v. U, S., 74 F. 
692 (1935) [35-1 ustc { 9079]; Ninth Bank & 
Trust Company v. U. 8., 15 F. Supp. 951 (1936) 
[36-2 ustc { 9436]. 

101 Helvering v. Hallock, 
(1939) [40-1 ustc ] 9208]. 


1022 See Leach, Cases*on Future Interests, pp. 
727-728, 893-894; Plucknett, History of the Com- 
mon Law, pp. 534-535; Hatfield, ‘‘Perpetuities 
in Land Trusts’’ (1945), 40 Illinois Law Review 
86, 108; and Sweet, ‘‘The Monstrous Regiment 
of the Rule Against Perpetuities’’ (1906), 18 
Juridical Review 132. In several states, of 
course, the common law Rule Against Ter- 
petuities has been supplemented or replaced by 
statutory rules. Even in these states, however, 
it remains a question for the court as to whether 
the Rule applies. See Matter of Wilcox, 194 
N, Y. 288, 87 N. E. 498 (1909). See also Simes, 
Future Interests, Nos. 560-585 and Hatfield, 
‘*Perpetuities in Land Trusts’’ (1945), 40 Illi- 
nois Law Review 86, 100-102. 


103 See Carey and Schuyler, Future Interests, 
No. 475, 


4 One of the most famous examples of this 
is the Duke of Norfolk’s Case, 3 Ch, Cas, 1, 26 
(1682), where Lord Nottingham held the trust 
valid although it violated the purely formal 
rules of the time. See Plucknett, History of 
the Common Law, p. 535. Another well known 
example is the action of Chief Justice Doe of 
New Hampshire in the case of Edgerly v. 
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106, 118 


309 U. S. 106, 112 


(2d) ° 


PENSION TRUSTS AS CHARI- 
TABLE TRUSTS 


For the court faced with the problem oi 
the application of the Rule Against Per- 
petuities to pension trusts, there is another 
line of legal analysis which should be con- 
sidered and which also demonstrates that 
the Rule Against Perpetuities does not in- 
validate pension trusts. This is the analysis 
of the law dealing with charities which 
demonstrates that pension trusts are chari- 
table trusts and therefore not within the 
Rule. It is clearly apparent that charitable 
trusts are not within the reason or pur- 
pose of the Rule Against Perpetuities.” 
For this reason, the cases and authorities ™ 
uniformly hold that such trusts “are not 
subject to the Rule Against Perpetuities,” 
and it is settled law that “a charitable trust 
of perpetual duration can be _ validly 
created.” ** Therefore, if a pension trust 


is a charitable trust, it is immaterial that 
it may last indefinitely. 


The Legal Definition of a 
Charitable Trust 


Whether or not a particular trust is 
charitable depends upon the object for which it 


Barker, 66 N. H. 434, 31 Atl. 900 (1891). There, 
the testator had created a trust for the lives 
of his children with remainder to his grand- 
children when the youngest of them. should 
reach the age of forty. In an opinion which 
is a rare combination of good sense and good 
law, Judge Doe refused to hold the remainder 
void. Instead, he reduced the age limit from the 
invalid forty to a valid twenty-one and held 
the trust good. A fine modern example is the 
opinion of J. Luxmore in Knightsbridge Estates 
Trust, Ltd. v. Byrne (1938), Ch. 741, where he 
held that the Rule does not apply to commercial 
mortgages. 


16 Gray, Perpetuities, No, 603.1; Zollmann, 
American Law of Charities: ‘It is historically 
clear that a charitable trust does not fall with- 
in the scope of the reasoning on which the Rule 
Against Perpetuities Rests.’’ (p. 363.) 


106 Christ’s Hospital v. Grainger, 16 Sim. 83, 
1 McN. & G. 460, 1 H. & Tw. 533 (1848); 
Colonial Trust Company v. Waldron, 112 Conn. 
216, 152 Atl. 69 (1930); Abend v. Endowment 
Fund of McKendree College, 174 Ill. 96, 50 
N. E. 1052 (1898); French v. Calkins, 252 Il. 
243, 96 N. E. 877 (1911); Morgan v. National 
Trust Bank, 331 Ill. 182, 162 N. E. 888 (1928); 
Snow v. Bowdoin College, 133 Me. 195, 175 Atl. 
268 (1934); Talbot v. Riggs, 287 Mass. 144, 191 
N. E. 360 (1934); In re Hunter’s Estate, 279 
Pa. 349, 123 Atl, 865 (1924); In re Levan’s Es- 
tate, 314 Pa. 274, 171 Atl. 617 (1934). See Gray, 
Perpetuities, No. 589; Scott, Trusts, No. 365; 
Simes, Future Interests, No. 554. 


10 Gray, Perpetuities, No. 589. 


108 Restatement, Property, No. 398. 
Restatement, Trusts, No. 365. 


See also 
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was created, and the primary source for 
the determination of charitable objects ™° is 
the enumeration of such objects in the pre- 
amble of the Statute of Charitable Uses 
(1601), 43 Eliz. C. 4. One of the objects 
there listed is a gift “for the relief of aged, 
impotent and poor people.” By its very 
nature, a pension trust is designed to aid 
persons of advanced age, and a moment’s 
reflection is sufficient to demonstrate that 
most of the beneficiaries will be people who 
are poor or of limited means. Therefore, 
t is clear that the object of a pension 
trust is within the spirit of the Statute of 
Charitable Uses™ and that such a trust 
should be considered a charitable trust. 


The fact that such a trust is not specif- 
ically listed in the preamble does not pre- 
vent it from being classed as charitable; 
for the list there given “is not and clearly 
was not intended to be exhaustive” ™ and 
“charities are not confined at the present 
day to those which were permitted by law 
in England in the reign of Elizabeth.” ™ 
“Many such charities were not thought of 
at the time of Elizabeth, but have arisen 
thereafter. The concentration of our popu- 
lation into cities has produced new 
problems which in turn have bred new 
charities.” ™ 


The true test for charitable objects, there- 
fore, is public policy;™* and “the funda- 
mental ground upon which all exemptions 
in favor of charitable institutions are based 
is the benefit conferred upon the public by 
them, and a consequent relief, to some ex- 


19 Bogert, Trusts, Nos. 361 and 364; Restate- 
ment, Trusts, No. 368; Scott, Trusts, No, 368 
and Tudor, On Charities (5th Ed. by H. G. 
Carter and F. M. Crawshaw, London, 1929), 
p. 9. 

10 Scott, Trusts, Nos. 368 and 368.1. 

11 From the preamble as quoted in Scott, 
Trusts, No. 368.1 at p. 1975. 

12 Re Gosling, 48 W. R, 300 (1900). See 
Tudor, On Charities, p. 28; Tyssen, The Law 
of Charitable Bequests (2nd Ed.; London, 1921), 
pp. 58-59, and Zollmann, Charities, p. 190. 

13 Scott, Trusts, p. 1976. 

™4 Judge Gray in Jackson v. Phillips, 96 Mass. 
539, 554 (1867). 

15 Zollmann, Charities, p. 191. 

16 See Scott, Trusts, No. 368 et seq., Simes, 
Future Interests, No. 554. 

17 Congregational Society v. Board of Review, 
290 Ill, 108, 125 N. E. 7 (1919). See also Judge 
Gray: ‘‘A charity, in the legal sense, may be 
defined as a gift lessening the burdens 
of government.’’ Jackson v. Phillips, 96 Mass. 
539, 556 (1867). Accord see General Hospital 
v. Belmont, 233 Mass. 190, 124 N. E, 21 (1919) 
and Powers v. Home for Aged Women, 58 R. I. 
323, 192 Atl. 770 (1937). See also Scott, Trusts, 
No, 369.4. 

18 Social Security Act, U. S. C. A. Tit. 42 
No, 300 et seq. Many states have similar statu- 
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tent, of the burden upon the State to care 
for and advance the interests of its citi- 
zens.” Certainly it is clear that public 
policy today favors relief to old people,’ 
and pension trusts are encouraged by both 
the federal and the state governments.” 
In view of the fact that such trusts operate 
so directly to relieve the burdens of gov- 
ernment, pension trusts should be regarded 
as charitable within the legal meaning of 
the term.” 


Possible Objections to Pension Trusts 
as Charitable in Nature 


Some objection to classifying a pension 
trust as a charitable trust might be raised 
on the ground that the beneficiaries are not 
poverty-stricken. Some courts have fallen 
into this error,” but the true rule is that 
“a trust for the relief of poor persons is 
charitable although it is not limited to those 
who are destitute,” and the majority of 
the cases so hold.”* This objection, there- 
fore, should be ignored. 


An objection might also be raised on the 
theory that the employer in creating a pen- 
sion trust is not seeking to benefit the pub- 
lic but is only solicitous of his own benefit. 
From a factual standpoint, an impressive 
argument could be made that in creating 
such trusts employers are seeking only to 
maintain their position in a competitive 
labor market, to raise wages indirectly and 
to ensure themselves a more stable and 
efficient working force. Such an argument 





tory provisions. (See, e. g., Ill, Rev. Stats., 
Chap. 23, No. 410 et seq.) 

119 Internal Revenue Code Sections 23(p), 162 
and 165. See also the statutes cited supra in 
footnote 37 which indicate state encouragement 
for pension trusts. 

120 See Freyburger, ‘‘Pension Plans—the Phil- 
osophy of Section 165(a)’’ (1944), 22 TAXES 60: 
“Congress has always looked with favor upon 
employee pension plans. . . If employees in 
general were taken care of by such private 
pension plans, this would have the effect of 
reducing the cost to the local, state and Fed- 
eral governments, in caring for a large portion 
of the aged and dependent population.”’ 

121 “Re Cullimore’”’ (1891), Irish L. R. 27, Eq. 
18; Re Drummond (1914), Ch. 90. 

122 Scott, Trusts, No. 369.3, p. 1979. 
No. 375.2. 

123 Collinson v. Pater, 2 Russ & M. 344 (1831); 
Spiller v. Maude, 32 Ch. D. 158n (1881); In re 
Lacy (1899), 2 Ch. 149; Re Gosling, 48 W. R. 
300 (1900); Mary Clark Home v. Anderson 
(1904), 2 K. B. 645; In re Carteret (1933), 1 
Ch, 103; City of Boston v. Doyle, 184 Mass. 373, 
68 N. E. 851 (1903); Thornton v. Franklin 
Square House, 200 Mass. 465, 86 N, E. 909 
(1909); In re Estate of Creighton, 9 Neb. 654, 
136 N. W. 100 (1912); In re Hunter’s Estate, 
147 Wash, 216, 265 Pac. 466 (1928). See also 


See also 


the many cases cited in Scott, Trusts, on p. 1979. 
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should be disregarded, however, because it 
is settled that “it is for the court to decide 
whether the objects are charitable; the in- 
tention of the donor cannot make them 
so. Conversely, if the objects are charita- 
ble, the gift is none the less charitable be- 
cause the donor’s intentions were not of a 
charitable nature.” ™ 


A third objection which might be ad- 
vanced is that since the benefits of a pen- 
sion trust are confined to the employees of 
a single corporation, the class of benefici- 
aries is too small to enable the trust to 
qualify as charitable. However, the majority 
of the cases™ have reached the conclusion 
that “where a trust is created for the relief 
of poverty or the promotion of health, the 
fact that the benefits are confined to the 
employees of a particular railroad or indus- 
trial organization does not prevent the trust 
from being a valid charitable trust.” 


Cases on Pension Trusts as 
Charitable Trusts 


The cases which consider the question 
demonstrate that pension trusts are charita- 
ble trusts within the meaning of that term, 
as developed in decisions involving analog- 
ous situations. There are some cases which 
hold that pension type trusts for the em- 
ployees of a particular firm are not charitable; 
but such cases are distinguishable and the 
majority of the decisions establish that pen- 
sion trusts are charitable. 


One early case holding a pension type 
trust to be non-charitable is Re Cullimore.™ 
There property was left in trust to main- 
tain the settlor’s workingmen, and the court 
held that it was not a charitable trust since 
“to be a workman is not necessarily to be 


necessitous.” The case of Re Drummond ™% 
involved a trust of 500 shares of stock, the 
income from which was to be paid to the 
employees of the settlor’s company as a 





24 Tudor, On Charities, p. 9. Accord see 
Bogert, Trusts, Nos, 361 and 364, and Scott, 
Trusts, No. 368. See also Restatement, Trusts, 
No. 368, which states in comment (d): ‘‘The 
motive of the settlor in creating the trust is 
immaterial.’’ An interesting case on the point 
is Fire Insurance Patrol v, Boyd, 120 Pa. 624, 
15 Atl. 553 (1888), where a fire insurance com- 
pany contributed money to the establishment 
of a fire patrol. Since reduction of the public 
danger from fire was a socially desirable ob- 
ject, the gift was held charitable in spite of 
the fact that the company benefited directly 
through reduction of its fire losses. 

13 Spiller v. Maude, 32 Ch. D. 
Pease v. Pattinson, 32 Ch. D. 
Buck (1896), 2 Ch. 727; 
U. S. 557 (1892): Union Pacific Railway v. 
Artist, 60 Fed. 365 (1894); Hagan v. Commis- 
sioner, 43 F, (2d) 881 (CCA-5, 1930) [1930 CCH 


158n (1881); 
154 (1886); In re 
Hayes v. Pratt, 147 
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contribution to their annual holiday outing. 
The court held that the trust was not 
charitable and consequently was void for 
violation of the Rule Against Perpetuities. 


The earliest American case on the point 
seems to be Siedler v. Syme,” which in- 
volved a bequest of bank stock in trust 
for the corporate existence of the bank, 
the dividends to be divided among the 
employees of the bank at the end of each 
year. The court held the trust void for 
violation of the Rule. It did not discuss 
the question of whether the trust was 
charitable, merely making the flat state- 
ment that the trust was not charitable. A 
similar case is Ireland v. Hudson,” involv- 
ing a trust of stock in a certain corpora- 
tion. The income was to go to the wife 
and sister of the testator for their lives 
and then to the employees of the corpora- 
tion. The court did not discuss whether 
or not the trust was charitable, but held 
that the trust did not violate the Rule be- 
cause, upon the death of the life beneficiaries, 
the entire interest vested in the employees 
and the trust came to an end. The most 
pertinent adverse decision is the now over- 
ruled case of Re Charpenter,™ which in- 
volved a gift of $3,000 to the public school 
teachers’ retirement fund of Providence, 
Rhode Island. The court, without dis- 
cussing the question, held that this was 
not a charitable gift. Since the retirement 
fund had ceased to exist before the testa- 
tor’s death, it was held, therefore, that the 
gift lapsed. 

With the exception of the overruled deci- 
sion of Re Charpenter, all of the cases cited 
above involved trusts for the benefit of 
people who were working at the same time 
when they were to become beneficiaries of 
the trust. There would seem to be a con- 
siderable difference in social result between 
a fund payable to persons actively engaged 
in a gainful occupation and a fund payable 








§ 9589]; Guilfoil v. Arthur, 158 Ill. 600, 41 N. E. 
1009 (1895); Continental Illinois National Bank 
v. Harris, 359 Ill. 86, 194 N. E. 250 (1935); 
Louisville & Nashville Railroad v. Foard, 104 
Ky. 456, 47 S. W. 342 (1898); Illinois Central 
Railroad v. Buchanan, 126 Ky. 288, 103 S. W. 
272 (1907); Minns v. Billings, 183 Mass. 126, 
66 N. E. 593 (1903); Bowditch v. Attorney Gen- 
eral, 241 Mass. 168, 134 N. E. 796 (1922); Heis- 
kell v. Chickasaw Lodge, 87 Tenn. 668, 11 S. W. 
825 (1889). 

126 Scott, Trusts, No. 375.2, p. 
pp. 1998 and 2023, 

127 (1891) Irish L. R. 27, Eq. 18. 

128 (1914) 2 Ch. 90. 

12956 N. J. Eq. 275, 38 Atl. 424 (1897). 

130 96 Colo. 240, 41 P. (2) 237 (1935). 

13147 R, I. 461, 134 Atl. 16 (1926). This case 
was expressly overruled in Powers v. Home for 
Aged Women, 58 R. I. 323, 192 Atl. 770 (1937). 
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only to old and retired employees. For 
this reason there is an important distinc- 
tion between the trusts just discussed and 
modern pension trusts, namely, the fact that 
the benefits of a modern pension trust are 
payable only to aged persons who have 
retired. It is submitted, therefore, that the 
cases discussed above are all distinguish- 
able from any case involving a modern 
pension trust on the ground of such active 
employment on the part of the trust bene- 
ficiaries in the aforesaid cases.” 


If the cases just discussed are properly 
distinguishable, then there would seem to 
be no valid authority to the effect that a 
pension trust is not charitable. On the con- 
trary, it seems that the majority of deci- 
sions clearly establish that such trusts are 
charitable trusts. An early case on the 
question is Re Gosling,“ which involved 
the validity of a trust for pensioning off 
the “old and worn-out clerks” of the firm 
of Gosling & Sharpe. The court ruled that 
such a trust was a charity within the ex- 
press wording of the Statute of Charitable 
Uses. The fact that the benefits were con- 
fined to the old employees of a particular 
firm was held not to make the trust any 
the less charitable. In Re Rayner™ the 
trust in question was created for the pur- 
pose of paying pensions to the employees 
of Maple & Company who became incapa- 
citated due to age. The court held that the 
trust was charitable, expressly distinguish- 
ing Re Drummond. 


The American cases following these Eng- 
lish cases and hold that trusts to provide 
pensions for old employees are charitable. 
In Sibley v. Commissioner,;™ the question 
raised was whether a gift to a fund main- 
tained to pay death and disability benefits 
to employees of a department store could 
be deducted as a gift to charity. The court 
held that such a trust was charitable and 
the gift deductible. Another case is Eagan 
v. Commissioner,” involving a testamentary 
trust to pay unemployment compensation 
to, and pensions to widows of, employees 





1322 See Re Rayner, 122 L. T. R. 577 (1920 
Chancery). 

83 48 Week Rep. 300 (1900). 

34122 L. T. R. 577 (1920 Chancery). 

516 BTA 915 (1929) [CCH Dec. 5235]. 


3643 F. (2d) 881 (1930) [1930 CCH { 9589]. 
The court expressly stated that the fact ‘‘that 
the beneficiaries are limited to the employees 
for the time being of a single company does 
not so restrict the charity as to defeat it.’’ 


3754 F. (2d) 780 (1931) [2 ustc {] 849]. 
138 58 R. I. 323, 192 Atl. 770 (1937). 
8947 R. I. 461, 134 Atl. 16 (1926). 
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of the American Cast Iron Pipe Company. 
The court held that this was a charitable 
trust and, therefore, exempt from the fed- 
eral estate tax. Gimbel v. Commissioner *™ 
involved voluntary contributions to the 
Gimbel Brothers Foundation, the purpose 
of which was to provide pensions for re- 
tired employees who had been with the 
business for twenty-five years. The Com- 
missioner disallowed the deduction of these 
contributions, but was overruled by the 
court, which held that the Foundation was 
a charity and the gifts therefore deduc- 
tible. 


Another American case in point is Powers 
v. Home for Aged Women,™ involving a gift 
in trust for the public school teachers’ re- 
tirement fund in Providence. The court 
held that the trust was clearly charitable 
and specifically overruled the contrary de- 
cision in Re Charpenter”“” The most perti- 
nent case is Harrison v. Barker Annuity 
Fund, which involved a testamentary trust 
to pay pensions to those employees of the 
Barker Car Company who had reached the 
age of seventy and had retired. The court 
held that this trust was tax-exempt on the 
ground that it was a charitable trust. 

It is submitted that the cases discussed 
above indicate that the courts regard pen- 
sion trusts as charitable in nature. Cer- 
tainly these cases demonstrate that such 
trusts should not be subject to the Rule 
Against Perpetuities, since they are charit- 
able in the same sense as many analogous 
trusts to which courts have held the Rule 
inapplicable. 


CONCLUSION 


It has been said that the Rule Against 
Perpeuities is a trap for draftsmen.“” But 
as to pension trusts, one may ask, “Is it 
necessary that the court should spring the 
trap?”’* As a device to restrain the dynas- 
tic impulses of great land owners, the Rule 
Against Perpetuities was a necessary and 
desirable development of the common law. 
Its application, however, should be confined 


10909 F. (2d) 286 (1937) [37-2 ustc { 9306]. 
Other cases to the same effect are YMCA Re- 
tirement Fund, Inc. v. Commissioner, 18 BTA 
139 (1929) [CCH Dec, 5618]; Rike v. Commis- 
sioner, 18 BTA 149 (1929) [CCH Dec. 5617]; 
Mutual Aid, etc. v. Commissioner, 42 F. (2d) 
619 (1930) [1930 CCH { 9541]; Patterson, et al. 
v. Commissioner, 34 BTA 689 (1936) [CCH Dec. 
9429]; and G. C. M. No. 19028, 1937-2 CB 125. 

141 Leach, ‘‘Perpetuities in a Nutshell’’ (1938), 
51 Harvard Law Review 638, 643. See also 
Gray, Perpetwities (1st Ed.), preface. 

42 Scott, ‘‘Trusts for Charitable and Benevo- 
lent Purposes’’ (1945), 58 Harvard Law Review 
548, 572. 
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to the field of family trusts, and the Rule 
should not be extended beyond its original 
purpose to invalidate pension trusts de- 
signed to provide a decent old age for the 
faithful employees of modern industry. To 
hold that pension trusts are void because 
they violate the Rule, is to hold that pen- 
sion trusts are perpetuities; and “a per- 
petuity is a thing odious in law, and 


QUESTIONS, ANSWERS On NEW JERSEY’S 
NeW CORPORATION Business TAX ACT 





destructive to the commonwealth.” ™ 
Surely no court today would desire so to 
condemn a pension trust. [The End] 


43 Duke of Norfolk’s Case, 1 Vern. Ch. 163, 
164; 23 Eng. Reprint at 388. If pension trusts 
are so odious and destructive, then those legis- 
latures who have passed statutes exempting 
them from the Rule have been sacrificing the 
public interest and should be unhesitatingly 
condemned. 











The Tax Executives Institute held a din- 
ner-meeting on April 24 at the Hotel 
Sheraton in New York. Guest speakers were 
Walter W. Walsh, Tax Commissioner of 
Connecticut, and Otto P. Steege, Director 
of Corporation Taxes, Connecticut. 


Also guests of the Institute for the eve- 
ning were Alger B. Chapman, President, 
New York State Tax Commission; Emery 
W. Burton, Deputy Commissioner, Depart- 
ment of Taxation and Finance, State of New 
York; Frank E. Walsh, Director, Division 
of Taxation, Department of Taxation and 
Finance; and William Kingsley, State Super- 
visor, Corporation Tax Bureau, State of 
New Jersey. 

Connecticut tax law was discussed. There 
was also a joint session on Connecticut, New 
York and New Jersey tax law participated in 
by the respective commissioners of these 
states. The following are some of the ques- 
tions and answers discussed pertaining to the 
New Jersey Corporation Business Tax Act: 


QUESTION: “I have a question. We 
have two subsidiaries that we are in doubt 
as to whether they are subject to this tax. 
The facts are these: they are wholly owned 
subsidiaries, both of which are incorporated 
in New York, both of which have their main 
business office in New York. 

“Now, the officers and directors are com- 
mon with the parent company. However, 
none of the officers or directors receive any 
compensation. And, also, the books of ac- 
count are kept in the parent company office. 
The parent company’s office is in New Jersey. 

“The directors’ meetings are held there 
and the stockholders’ meetings are held 
there for the convenience of the directors 
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and officers. Are those companies considered 
as having an office in New Jersey for the 
purpose of this tax?” 


MR. KINGSLEY: “Are the activities of 


the subsidiaries directed from the New Jer- 
sey office?” 


QUESTION: “Well, the officers are resi- 
dents of New Jersey; yes.” 


MR. KINGSLEY: “The mere residence 
of officers or stockholders would not be the 
controlling factor. But it would depend upon 
whether or not the activities of the sub- 
sidiaries are actually being directed out of a 
New Jersey office.” 


QUESTION: “Well, yes.” 


MR. WALSH: “How about the meeting 
of the stockholders there?” 


MR. KINGSLEY: “That, in itself—if 
that were the only activity that was carried 
on and that meeting takes place only once a 
year—if that were the only activity that was 
carried on with no other activity to subject 
the subsidiary to the tax, that very fact, 
alone, would not subject them to the tax. 

“But I see a latent problem in the fact 
that you have presented. I think it is still a 
question of fact as to whether or not the 
subsidiaries’ activities are being directed 
from New Jersey. If they are, why, then, 
those subsidiaries are taxable.” 


QUESTION: “The directors’ meetings 


are held in New Jersey for the convenience 
of the directors.” 


MR. KINGSLEY: “You see, we are get- 
ting beyond a mere annual stockholders’ 


[Continued on page 551] 
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By LARSTON DAWN FARRAR 


Official Washington is virtually unanimous in praising the Chief of Staff of In- 
ternal Revenue Taxation. Despite his “passion for anonymity,” what Colin Stam 


nce 

the 
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sub- 


says is big news 


YOLIN FERGUSON STAM is a prophet 
ofa ae — 4 with honor in his own country and 

among his own people. Every Congress- 
man on Capitol Hill—regardless of political 
complexion or party affliation—salaams 


ting when you mention Stam, just as the officials 
in the U. S. Treasury pause in contempla- 
(if tion of his tax prowess when they hear the 
aiid name. _ 
pana: . “He s _ the best-informed man in the 
nee itp . United States on the overall tax picture, 
pject es | says hard-bitten Harold Knutson, Republi- 
ion a can of Minnesota, who is no slouch at sizing 
. up a tax tangle himself and seldom goes out 
as of his way to praise Democratic appoint- 
fact ments. “He is absolutely non-partisan, 
till a . hard-working and deserving of the respect 
- the & ' of every citizen.” 
scted 


Just as lavish is the praise from the 
Democrats, who are always glad to know 
that one of their appointments has no skele- 
tings PY. i tons in his closet and kowtows to no man. 
fence Senator Walter F. George, who is prob- 

g ably the most widely-known man of the 
Senate in tax circles, has this to say of 
Stam: “He is one of the most industrious 


then, 


» get- 
ders’ 
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workers I have ever 
known. He is a man of 
dependable judgment in 
tax matters and is widely- 
informed and has a thor- 
ough grasp of all our 
revenue laws.” Friends 
of both men _ say that 
“Senator George thinks 
the world of Stam,” 
which is a Southern way 
of saying that the Sena- 
tor holds his tax expert in highest regard. 


W. F. George 


While Congressman R. L. Doughton from 
North Carolina, Chairman of the Committee 
on Ways and Means of the House where 
all federal tax legislation must originate, 
and perhaps, the most experienced tax 
legislator in Congress, is always lavish in 
his praise of Mr. Stam. Recently he had 
this to say: “My twenty-five years’ service 
on the Committee on Ways and Means, 
thirteen years of which I have had the 
honor and privilege of being its Chairman, 
has afforded me the opportunity to know 
and to appraise the worth of Colin F. Stam 
in connection with his services to the Com- 
mittee in matters of taxation. He 
of the best informed tax men I have ever 
known. His industry knows no bounds 
and, above all, his integrity is beyond ques- 
tion. I have the highest respect for Mr. 
Stam’s judgment, knowing that the same is 
formed after thorough study and a desire 
to find the best solution possible to im- 
prove our federal tax structure.” 


is one 


And, oddly enough, business and labor 
agree that Colin F. Stam is okay. 


Considering the fact that he is Chief of 
Staff of the Joint Committee on Internal 
Revenue Taxation and in a spot where a 
lesser man could stick his neck out too often 
regularly (although once is enough in 
Washington), the reputation Mr. Stam en- 
joys is nothing short of phenomenal. In 
his position, he deals with men represent- 
ing all facets of American economic life— 
business, labor, government, farming. What 
he says is big news—that is why he leaves 
the talking up to his Congressional bosses— 
and even what he thinks has a lot to do 
with the way you and I live. 

That's 
executives 


because, 
have 


even though many tax 
overlooked it, the matter 
of taxes is the most important single factor 
in our economic life today. Taxes are used 
to pay part of the grocery bill; they are used 
to subsidize homes for millions of citizens; 
they are used either to “share the wealth” 
or to make the tax burden equitable for all 
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citizens according to ability to pay. Other 
matters—military, political, security, geo- 
graphical, humanitarian, judiciary—are more 
colorful, sensational, or newsworthy at one 
time or another, but they all lead right up 
to Mr. Stam’s desk. Every dollar Uncle 
Sam spends has to come from taxes—sooner 
or later. 

It was a source of constant surprise to 
many Washington observers why Colin 
(pronounced with a short “o,” as in “hot’’) 
Stam was never chosen to be a White 
House assistant. He has a passion for 
anonymity that makes most reputations 
along that line look fraudulent. He abso- 
lutely does not desire publicity. He tries 
to talk you out of giving him even scant 
notice. Once convinced that you are going 
to write something about him, he is pleasant 
enough—but still mum. 


Personal Characteristics and 
Background 


But it’s possible to learn a lot about him, 
if you persist. Five feet eight inches tall, he 
is dark, plump and has a tendency toward 
baldness. His face is very strong, and his 
smile is amiable. Obviously Dutch in an- 
cestry, he was born in Chestertown on 
Maryland’s eastern shore, on August 27, 
1896—he will be fifty 
years old this summer. 

His father—Colin F., 
Sr.was a druggist and 
his mother—Annie Roberts 
Stam—was the daughter 
of an Episcopal clergy- 
man. The tax expert is 
an Episcopalian, too. He 
attended grade and high 
schools in Chestertown, 
enlisting as an ensign in 
the United States Naval 
Reserve when war broke out in 1917. Sent 
to Hampton Roads for a course of study, he 
was ready for his commission just about 
the time the war ended. He returned home, 
resumed his studies in Washington College 
in Chestertown and graduated with a Bachelor 
of Arts degree. 


R. L. Doughton 


His next stop was Washington, D. C., 
where he received his Bachelor of Law 
degree from Georgetown University in 1922. 
Admitted to the Washington bar, he was 
employed immediately in the Bureau of In- 
ternal Revenue as an attorney; but he con- 
tinued going to school at nights for several 
years, taking special courses at the George 
Washington Law School, specializing, of 
course, in tax matters. 
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Vinson and Doughton discuss a tax bill 


He had gained the attention of the top 
ax official in Washington by 1926, the year 
1) Which Congress formed the Joint Com- 
mittee on Internal Revenue Taxation, and, 
soon thereafter, was named its assistant 
counsel, 


Since then, his rise has never been spec- 
tacular, but regular enough. In 1929, he 
Was appointed counsel of the Joint Com- 
mittee, serving in that post for almost ten 
years. In 1938, he was appointed Chief of 
Staff. 

No one remembers why the head of the 
Joint Committee is known as “Chief of 
Staff.” The term has no military significance 
whatsoever, but there’s a similarity between 
his job and that of the Army’s Chief of 
Staff. Each requires a man 
spected in his specialized field. 


who is re- 


Functions of Joint Committee on 
Internal Revenue Taxation 


In normal times, the Joint Committee 
deals with internal revenue only. In broad 
terms, this is the way it fits into the over- 
all government fiscal picture. The Bureau 
of the Budget works out a schedule of wants, 
which includes the amount of money govern- 
ment operations should be assigned. The 
Treasury balances this budget total against 
probable income from tax revenues. In 
the process of balancing the Bureau of the 
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Budget estimates, the Treasury decides 
whether the government must have more 
money or can get along with less. If, as is 
usual, more money is needed, the Treasury 
fixes up a plan for more taxes. It hopes 
its plans will be approved by the Joint 
Committee. 


In normal. times the Joint Committee has 
ten members—five Senators and five Repre- 
sentatives, of whom six are chosen from the 
majority party and four from the minority 
party. The five Senators are all members 
of the Senate Finance Committee; the Rep- 
resentatives, of the House Committee on 
Ways and Means. These are the money- 
raising committees of the two bodies. Only 
after they have authorized the procuring 
oi money may the other committees spend 
it. The Constitution states specifically that 
all legislation effecting the raising of taxes 
must originate in the House of Representa- 
tives. 


When the Ways and Means Committee 
agrees on the draft of a tax bill, the House 
debates and sometimes amends it, but never 
appreciably. When the House accepts the 
final draft, it is sent to the Senate, where 
it is referred to the Finance Committee for 
consideration and _ possible amendment. 
After the Senate passes the generally re- 
vised tax bill, it must go to conference, 
where a committee from each body must 
thresh out their differences. If agreement 
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is reached, the bill then is passed by each 
body again and sent to the President for 
his signature. When all this work is con- 
sidered, it can be easily understood how 
even Senator Alben Barkley, a good friend 
of the late President Roosevelt, became 
temporarily angry when Roosevelt vetoed 
the famous tax bill of 1944. 


Congressional members who are chosen 
for the Joint Committee are viewed as be- 
ing among the most responsible men on the 
Hill. For the most part, in tax matters, 
they do not speak as partisans, although 
there are enough exceptions to keep this 
from being the rule. In the committee, 
however, they do not speak as partisans. 


The Joint Committee has two Congres- 
sional heads: Senator Walter F. George, of 
Georgia, and Representative Robert L. 
Doughton, of North Carolina. The two men 
do not share the chairman’s seat at the 
same time, but they alternate as chairman 
every year or so. Right now, Doughton is 
chairman, and, by the same informal ar- 
rangement, George is vice chairman. 


Other members of the Joint Committee 
include, in order of seniority, Senator David 
I. Walsh, of Massachusetts; Senator Alben 
W. Barkley, of Kentucky; Senator Robert 
M. La Follette, Jr., of Wisconsin; Senator 
Arthur H. Vandenberg, of Michigan; Rep- 
resentative Jere Cooper, of Tennessee; 
Representative John D. Dingell, of Michi- 
gan; Representative Harold Knutson of 
Minnesota; and Representative Daniel A. 
Reed, of New York. 


Organization of Offices 


When you go to the Joint Committee’s 
offices, No. 1336 New House Office Build- 
ing, you are impressed with their organiza- 
tion and tempo from the very first. In the 
large outer office, which also serves as the 
reception office for those who wish to see 
Mr. Stam or other officials under him, are 
several secretaries hard at work, telephones 
that jangle with annoying regularity even 
early in the morning, and, of course, the in- 
evitable visitors. 


In the course of a year, Mr. Stam and 
technicians of the committee talk to liter- 
ally thousands of persons who are inter- 
ested in taxes. There are conferences with 
businessmen, bankers, manufacturers and 
farmers—sometimes in the office, many 
times in the field. These conferences are 
regarded as more valuable in developing 
facts for use of the committee than are 
the public hearings always held before any 
major tax legislation is recommended. 
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Any person who watches the staff mem- 
bers of the Joint Committee recognizes 
quickly that these are workers who do not 
watch the clock. Mr. Stam himself usually 
is in his office from eight thirty a. m., or 
before, until along about ten p. m., with 
time out for lunch and dinner, of course. 
If members of the committee ask staff em- 
ployees for information, they get the infor- 
mation as rapidly as it can be obtained. 
When Congress is in session, the work is 
well-nigh continuous; but between sessions 
the work is relatively less pressing. Mr 
Stam follows the rule of allowing vacations 
to staff members who need them, when 
they need them, overlooking formal vaca- 


tion periods, as do many members of Con- 
gress. 


A Visit With Mr. Stam 


Once you're in Mr. Stam’s inner sanctum 
sanctorum, you know immediately that he 
expects you to leave as soon as the inter- 
view is over. He is the soul of hurried 
courtesy, but you can see from the papers 
and reference books piled high on his desk 
that he has work to do. Only if you are 
a thoughtless person will you worry him 
more than is necessary. 

He is reticent in talking, other than in 
trivialities; for, as noted, he does not want 
anyone of the Congressional members of 
the Joint Committee to think that any leaks 
come through him. Knowledge about what 
taxes might be raised or lowered—and when 
action might be taken by the committee—is 
important to varied groups. It is so im- 
portant that businessmen are willing to pay 
for every imaginable kind of dope sheet 
printed in Washington for the slightest hint 
of what is cooking in taxation. Few persons 
actually know details, but all of the dope- 
sters receive hints of broad outlines from 
the Congressmen themselves from time to 
time. 

You can learn that Mr. Stam is a bache- 
lor. And you can learn that he thinks one 
reason he never married was that he didn't 
have time to court a girl: “What woman 
would want a husband who is never at 
home?” 

You can learn that he likes to fish and 
to “go to the country for a few days at a 
time, just visiting and taking it easy.” 

You can learn that he is very interested 
in having everyone feel that he administers 
the committee affairs on a strictly non- 
partisan basis. But you infer that he does 
not esteem a good many of the ideas 
passed on to the committee from the Treas- 
ury. Most important, you can see that he 
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is tolerant, thoughtful and disposed to hear 
aman out. Maybe that’s why businessmen 
who have dealt with him are inclined to 
think that the Congress of 1927 which 
picked Mr. Stam saw his leadership possi- 
bilities. 

In addition to the Chief, there are fifteen 
staff members. All of them keep busy, mak- 
ing their studies and tabulations amidst 
much pipe smoke but little conversation— 


except on the telephones, which are used 
constantly. 


New Trend in Committee 
Organization 


The Joint Committee was an innovation 
in legislative circles when it was formed, 
starting a trend which has been noticeable 
in Congress since that time. Now there are 
several joint committees, the most notable 
being the Joint Committee on the Reduc- 
tion of Non-Essential Federal Expenditures, 
headed by able Senator Harry Flood Byrd 
of Virginia. The report of the Joint Com- 
mittee on the Reorganization of Congress, 
itself a cooperative committee, recommends 
even greater use of staffs composed of 
technical personnel such as characterizes 
Mr. Stam’s force. 

In the Revenue Act of 1926, the Joint 
Committee on Internal Revenue Taxation 
was instructed to “report on the simplifica- 
tion of the income tax law, its operation and 
administration, make such other investiga- 
tions as the Joint Committee might think 
advisable, to review refunds and certain 
taxes, and to publish its reports from time 
to time.” 

The first thing the committee did was 
to discover that some statutes had been 
overlooked entirely in the administration of 
tax laws and that others were contradic- 
tory. Therefore, the first business of the 
committee was to vote a monumental task 
—codification of income tax laws. 


Codification of Income Tax Laws 


The codification was not completed until 
1939—some twelve years later—when it re- 
ceived from Congress the statutory mark 
that made it law. Other laws of Congress 
have been codified, but no others have been 
made statutory as have the rulings, defini- 
tions and explanations of the Internal Reve- 
nue Code. The Joint Committee’s codification 
remains the only statutory code in the whole 
edifice of government. 

Mr. Stam is proud of it—openly. He was 
not the only one responsible for the codifi- 
cation, but he had a great deal to do with 
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its preparation; like all authors, he even 
likes to re-read his contributions. The 
revenue laws now codified go back to 1872. 
Some say that the whole tax structure is 
in a muddle even now, but in nothing like 
the condition of the laws when Mr. Stam 
and others started the codification. 

It is emphasized that the staff of the 
Joint Committee has nothing to do with 
making tax policy. It reports only on 
facts. But to overlook its possibilities for 
making policy by gathering facts is over- 
looking the obvious. 


Collection of Tax Facts 


Under “The Treasury” heading in the 
Congressional Directory, appears this para- 
graph: 

“The Division of Tax Research analyzes 
taxes and tax systems and prepares studies 
on the economic aspects of tax matters for 
the use of the Secretary and other Treasury 
officials—and, upon request, for the Con- 
gressional Joint Committee on Internal 
Revenue Taxation. ... It is responsible for 
the assembly and publication of all statis- 
tical information pertaining to federal taxa- 
tion—and exercises general supervision over 
the work of the Statistical Section of the 
Income Tax Unit of the Bureau of Internal 
Revenue.” 

3ut, as other writers have pointed out, 
the staff of the Joint Committee gives the 
facts and figures prepared by the Treasury 
the same thorough going-over it gives to all 
authoritative statements from other sources. 
The Joint Committee, in other words, 
knows well the old saw about how statistics 
can be used to prove anything. It’s not 
statistics, per se, that are important to the 
Joint Committee, but whose statistics? 

Congressmen prefer figures gathered by 
Mr. Stam. 

In the course of a year, staff members 
of the Joint Committee study the results of 
certain taxation on commerce at home and 
abroad. They find out how a certain tax in 
Argentina works against our exports, and 
how another tax in Chungking works in our 
favor. The cost of collecting a certain type 
of tax may be studied, with figures of col- 
lecting and checking proving far too high 
to warrant the existence of such a tax. The 
tax structures and means of the various 
cities, states and counties may be consid- 
ered. Every member of the staff is chosen 
because he wants and knows how to gather 
tax facts—not necessarily because he likes 
taxes. Who does? Certainly not Colin 
Stam—for that “Colin” came from a Scotch 


ancestor. [The End] 
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Under Section 721— 


By PAUL D. SEGHERS 


Mr. Seghers heads his own firm 
of Certified Public Accountants in 
New York City 


\ ANUFACTURING corporations that 
4 derived increased profits during the 
high tax years subsequent to 1939 as a result 
of the development of products, machinery 
and/or processes in earlier years, are given 
encouragement in obtaining relief under Sec- 
tion 721 by the recent decision of the Tax 
Court in the Knight Machinery Company case,’ 
provided they have filed claims under that 
section or are still able to do so. 


This article presents a step-by-step analy- 
sis of what the Tax Court decided in the 
Knight case, followed by a discussion of each 
of these steps and what they mean to man- 
ufacturers claiming relief under Section 721. 


The W. B. Knight Machinery Company, 
the petitioner, had been manufacturing and 
selling milling machines since 1906. In 1935 
it became convinced that its machines were 
outmoded and proceeded to design and cre- 
ate a new type of milling machine. In its 
1940 excess profits tax return it excluded 
the amount which it claimed to be net ab- 
normal income attributable to other years 
under the provisions of Section 721 (c). The 
Tax Court not only overruled the Commis- 
sioner’s proposed disallowance of this ex- 


clusion but allowed a larger amount than 
originally claimed by the taxpayer in its re- 
turn. In the proceeding before the Tax 
Court, however, the parties agreed by stip- 
ulation upon a method of computation which 
would have resulted in a larger amount of 
relief than was allowed by the Tax Court 
on the basis of the method of computation 
which it substituted for that stipulated. 

In establishing the correct method of com- 
puting the amount to be excluded under 
Section 721, the Tax Court established a 
number of principles which are bound to be 
tremendously important to every manufac- 
turer that has filed, or has the right to file, 
a claim for excess profits tax relief under 
Section 721. These principles may best be 
considered by taking up in order each step 
in the Tax Court’s own computation of the 
portion of the taxpayer’s income for 1940 
which the court held should be excluded, 
under the provisions of Section 721, in the 
computation of its excess profits tax liability 
for that year. The details of the Tax Court's 
computation are given on pages 540 and 541. 
The facts and principles on which the court 
based each step in its computation will be 
discussed in detail. 





1W. B. Knight Machinery Comp: ny, 6 TC 
—, No. 67 [CCH Dec, 15.038]. (For the sake 
of clarity. the petitiener in this case will here- 
after be referred to as the ‘‘taxpayer.’’) 
?Enrlier articles covering other aspects of 
relief under Sec. 721 include: 
By the same avthor, ‘“‘What Price Section 721 
Relief for Manufacturers?’’ TAXES—The Tax 
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Magazine, October, 1944, p. 434; M. L. Seidman. 
“721 Less Glamor—More Relief’’, id., April, 
1944, p. 161; Joel Barlow and George S. Elpern. 
‘‘Abnormal Income from Research and Develop 
ment,’’ id., May, 1946, p. 448; J. K. Lasser and 
John P. Allison, ‘‘Commentary Upon Secticen 
721,’’ Tax Law Review (N. Y.), Vol, 1, p. 157 
(De-ember, 1945—January, 1946). 
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The final amount (Item 9 (b)) is the 
amount the Tax Court held should be ex- 
cluded from the taxpayer’s excess profits net 
income for 1940 in computing its excess prof- 
its liability for that year in accordance with 
provisions of Section 721 (c). 

The steps in the Tax Court’s computation 
f the amount to be excluded under Section 
721 (c) will be considered in the order in 
which shown on pages 540 and 541. 


Gross Income for 1940 


In the first place, the Tax Court held that 
the taxpayer derived income of the class de- 
scribed in Section 721 (a) (2) (C) from the 
manufacture and sale of the new type mill- 
ing machines which the petitioner had devel- 
oped in the period from 1936 to 1940. The 
lax Court summarized the issue on this 
point as follows: 


“Thus the issue is narrowed to the single 
question—was the work of creating, design- 
ing, experimenting with and testing the mill- 
ing machine, which ultimately became the 
No. 40 Knight Miller, a routine activity, 
customarily required in the conduct of the 
petitioner’s business and consistent with its 
previous business experience, or did it con- 
stitute a radical departure from the art and 
methods of manufacture employed by the 
petitioner theretofore and thus produce a 
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new and different machine having little re- 
lation to the old product?” 

This question the Tax Court likewise de- 
cided in favor of the petitioner, holding that 
its new machines were created, designed, 
and perfected to do work, both in kind and 
extent, which the old machines could not 
perform and, hence, the income derived from 
the sale thereof was of the type or class 
specified in Section 721 (a) (2) (C). 


Net Abnormal Income 

One of the questions presented to the 
Tax Court for decision in this connection 
was whether any of the other items of the 
taxpayer’s gross income (items 1 (b) to 1 (f) 
p. 540) should be included (in item 2 p. 540) 
for the purpose of the computation:of net 
abnormal income under Section 721. This 
point the Tax Court decided in the negative 
because ‘No ‘development’ or other ex- 
penses specified in the statute relating to 
such other operations [items 1 (b) to 1 (f) 
p 540] were incurred or made.” 


Deduction Under Section 
721 (a) (3) (A) 

The next step in the Tax Court’s compu- 
tation of the taxpayer’s net abnormal income 
for the taxable year is the deduction pre- 
scribed in Section 721 (a) (3) (A) (item 3 
p. 540). The Commissioner and the taxpayer 


539 





TAX COURT’S COMPUTATION 


Gross income (i. e. sales less direct cost of sales) of the 

taxpayer for the taxable year 1940: 

a) From the manufacture and sale of the taxpayer’s 
new type milling machines developed during the 
period starting in 1936 and ending in 1940 

b) From the manufacture and sale of the taxpayer’s 
old style milling machines 

c) From the manufacture and sale of attachments 
for the taxpayer’s milling machines 

d) From the purchase and sale of machine attach- 
ments 

e) From the manufacture and sale of repair parts 

f) From manufacturing operations consisting of “job 
work” for others 


$ 97,590.30 
5,533.58 
16,640.59 


695.86 
1,233.65 


Seite 15,849.31 
Total gross income of the taxpayer for the 
taxable year 1940 
Amount of gross income of the class Sendsiliie in 
Section 721 (a) (2) (C) to be used in making the 
computation of the taxpayer’s “net abnormal income” 
under the provisions of Section 721 (a) (3) (consist- 
ing only of item 1 (a) above) 
Deduction computed under Section 721 (a) (3) (A): 
a) Gross income of the same class as item 2 above for 
each of the four years preceding the taxable year 
1940: 
1936 $ 
1937 
1938 
1939 


Total for four years 
b) Average for the four 

above total) 
c) 125 per cent of $3,810.61 ; $ 


$137,543.29 


$ 97,590.30 


0.00 
4,116.31 
1,463.74 
9,662.38 


$15,242.43 


years (one-quarter of the 


4,763.26 

Excess of the above item 2 over the above item 3 (c) $ 92,82 92,827.04 04 

Deduction under Section 721 (a) (3) (B) on account 

of direct “costs” and expenses (other than direct costs 

and expenses deducted in arriving at the 

shown in item 1 above): 

a) Total of such other direct “‘costs” 

b) Portion of the direct “costs” 
cated to the gross income 

97,590.30 


gross income 


and expenses 
and expenses allo- 
shown in item 2 above— 
——— x $30,780.32 = $21,839.38 
137,543.29 
c) Portion of these other direct ‘‘costs” and expenses 

to be deducted from item 4 (in the ratio of item 4 

to item 2 above)—computed in the manner pre- 


had agreed upon a method of computation * 
to be made at this point which was not in 
accordance with the specific formula pre- 











therefore not followed by the Tax Court in 
its computation. = 


Although the taxpayer in this case would of si 


scribed in Section 721 (a) (3) for the deter- 
mination of “net abnormal income” and was 


3 The method agreed upon by the taxpayer 
and the Commissioner called for the use, at 
this point in the computation, of the factor of 
business improvement, as well as the 125 per 
cent factor prescribed in Section 721 (a) (3), 
to compute the amount of the taxpayer’s ‘‘net 


have obtained a larger amount of relief un- 
der the method it had agreed upon, the use 


abnormal income.’’ This the Tax Court refused 
to do, although it used this factor at a later 
stage in its computation to determine the por- 
tion of the taxpayer’s ‘‘net abnormal income’”’ 
for 1940 to be deducted as being attributable 
to other taxable years. 
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TAX COURT’S COMPUTATION (continued) 


scribed in Section 721 (a) (3) (B)— 
92,827.04 
— xX $21,839.38 = .................. 20,773.43 
97,590.30 

6. “Net abnormal income” of the class described in Sec- 
tion 721 (a) (2) (C) resulting from the taxpayer’s 
development of its new milling machines............ $ 72,053.61 











NI 


Portion of the taxpayer’s “net abnormal income” for 
1940 (item 6) held to be attributable to “the improve- 
ment in business conditions” reflected by the growth 
of the volume of industry sales for 1940 over industry 
sales for the period 1936-1939 inclusive, the extent 
of which improvement is represented by the factor 
2.6152 to 1.0000— 
1.6152 














x $72,053.61 = . 7” es, 53 $ 44,501.76 
2.6152 —_——__—_ 
8. Balance of “net abnormal income” for 1940 (item 6) 

held by the Tax Court to be “attributable to the ex- 

penditures which the petitioner made during the 

period 1936 to 1940 in bringing its (new) machines 

Nos. 20, 30 and 40, to commercial production’— 
1.0000 





ee soit bara ews $ 27,551.85 











2.6152 


9. Apportionment of the above amount of “net abnormal 
income” (item 8) to the years in which the develop- 
ment of these new milling machines was carried on 
by the taxpayer, in the ratio of the amount of such 
expenses incurred in each such year to the total of 
such expenses: 















Development Percentage 
a) Year Expenses of Total 
1936... $11,316.05 19.00% 
1937 . 11,010.73 18.49 
1936 cece cca. OREBGF 11.86 
a .. 8,848.19 14.86 











(1936-1939 38,241.61 64.21) 





40 ..... 21,317.30 35.79 








Total ... $59,558.91 100.00% 


b) Portion of the above amount of net abnormal in- 
come (item 8) attributable to years other than the 
taxable year 1940 (i. e., attributable to the years 
1936-1939) on the above basis— 

64.21% of $27,551.85 = .. $3x $ 17,691.04 

















of such method would deprive most claim- Peduction Under Section 
ants under Section 721 of a large part, if not 


all, of the relief to which it was entitled 721 (a) (3) (B) 

under that section. As ‘pointed out by the The next step in the Tax Court’s compu- 
Tax Court, however, there is no statutory tation (item 5 p. 540) is the deduction (from 
warrant for using any method of computing item 4 p. 540) called for by Section 721 (a) 
the amount of “net abnormal income” other (3) (B) on account of “any direct costs or 
than that prescribed in Section 721 (a) (3). expenses, deductible in determining the nor- 
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mal-tax net income of the taxable year, 
through the expenditure of which such ab- 
normal income was, in whole or in part, 
derived.” In making this computation two 
allocations are necessary: The first (item 5 
(b) above) is to determine the portion of the 
petitioner’s total so-called “direct costs and 
expenses” (other than direct costs and ex- 
penses deducted from sales in arriving at the 
gross income shown in item 1 above) attrib- 
utable to the portion of such income shown 
in item 2 above; the second is the statutory 
apportionment of the amount of such other 
direct “costs” and expenses as are attrib- 
utable to the income shown in item 2 of the 
computation. The result of this statutory 
apportionment (item 5 (c)) is then deducted 
from the balance shown in item 4 above, and 
the remainder (item 6 above) constitutes 
the taxpayer’s “net abnormal income” of the 
class described in Section 721 (a) (2) (C), 
resulting from its development of its new 
milling machines. 


Amount Excluded from Excess 
Profits Net Income 
Under Section 721 (c) 


The next step (item 7 above) in the Tax 
Court’s computation, the determination of 
the amount to be excluded from the tax- 
payer’s excess profits net income under Sec- 
tion 721 (c), establishes a principle which 
vill be very helpful in disposing of a difficult 
problem that confronts every manufacturer 
claiming relief under Section 721. As stated 
by the Tax Court in its opinion, “the mere 
fact that a taxpayer has net abnormal income 
in a taxable year does not entitle it to relief 
under Section 721. There must be a further 
finding under the evidence as to what part, 
if any, of such net abnormal income is at- 
tributable to other years. If none is so 
attributable, then the taxpayer gets no re- 
lief.” 

The Tax Court then quoted the following 
portion of Section 30,721-3 of the Regulations: 
“Thus, no portion of an item is to be at- 
tributed to other years if such item is of a 
class of income which is in excess of 125 
per cent of the average income of the same 
class for the four previous taxable years 
solely because of an improvement in business 
conditions.” 

It then pointed out that the parties were in 
agreement that 


“Improvement in business conditions and 
growth in the volume of sales for 1940 over 
the period 1936 to 1939, inclusive, is repre- 
sented by the factor 2.6152.” 

The court apparently construed the fore- 
going as meaning, in effect, that the extent 


of the improvement in business conditions 
reflected in the increase in the volume of the 
taxpayer’s sales for 1940 is to be measured 
by the increase in the volume of the sales 
of the industry of which it is a member 
(the machine tool manufacturing industry) 
in 1940 over the average for the years 1936 
to 1939, which increase is represented by 
the ratio of 2.6152 to 1.0000. This factor was 
determined on the basis of statistics gathered 
by the National Machine Tool Builders’ 
Association with respect to machine tools 
and attachments and accessories manufac- 
tured and sold in the United States. These 
statistics, with respect to approximately 
eighty-five per cent of the industry, are as 
follows: 


1936 ne $133,000,000 
1937 195,000,000 
1938 ~ 145,000,000 
1939 ; 200,000,000 


Total $673,000,000 


Average 


$168,250,000 


1940 . x $440,000,000 


(Ratio of 1940 to average for the four 
preceding years—2.6152 to 1.0000) * 


The manner in which the Tax Court ap- 
plied this factor to eliminate from the tax- 
payer’s “net abnormal income” the amount 
resulting from the improvement in busi- 
ness conditions in 1940 in order to leave for 
apportionment over the period of develop- 
ment only so much of such “net abnormal 
income” as is attributable to such develop- 
ment, is clearly shown above in item 7 of 
its computation. The author’s comments in 
regard to this step in the Tax Court’s com- 
putation are given further below.® 

4 Subsequent to the preparation of this article, 
the excellent article on ‘‘Abnormal Income from 
Research and Development,”’ referred to in note 
2, appeared in the May issue of TAXES. The 
authors point out therein that ‘‘the regulation 
does not require the improvement in business 
conditions to be measured against the average 
of the sales during the four previous taxable 
years. A comparison with the year immediately 
preceding the taxable year in question should 
be sufficient for the purpose.’’ This observa- 
tion appears fully justified. Had this principle 
been applied in the Knight case, the result 
would have been to consider a smaller propor- 
tion of the income of the taxable year as at- 
tributable to improvement in business conditions 
in that year. This would have resulted in the 
allowance of a larger amount of relief. 

5 As pointed out in the article mentioned in 
note 4, a literal construction of the Regulations 


[footnote continued p. 543] 
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Final Apportionment 


The balance remaining after this elimina- 
tion (item 8 above) represents the portion 
of the taxpayer’s “net abnormal income”’ for 
the taxable year 1940 which the Tax Court 
held to be attributable “to the expenditures 
which the petitioner made during the period 
1936 to 1940 in bringing its (new) machines 
Nos. 20, 30 and 40 to commercial produc- 
tion.” A further and final step (item 9) was 
then necessary in order to apportion this 
remaining balance of the taxpayer’s “net 
abnormal income” to the years in which it 
carried on the development of these new 
milling machines. The Tax Court made this 
apportionment in the ratio of expenses incurred 
by the taxpayer in each such year in carry- 
ing on such development. The final result 
(item 9 (b) above) is the amount which the 
Tax Court held to be properly excluded 
from the taxpayer’s excess profits net in- 
come for the taxable year 1940 because it 
was attributable to other years (that is, to 
the years 1936-1939). 


It is to be noted that in making the final 
apportionment the Tax Court quoted the 
provision in Section 30.721-3 of the Regula- 
tions that items of net abnormal income 
“are to be attributed to other years in the 
light of the events in which such items had 
their origin, and only in such amounts as 
are reasonable in the light of such events.” 


The Tax Court then stated: “Under 
the facts of the instant case, we think the 
allocation by these percentages [of develop- 
ment expenses in each of the years in the 
period of development] meets the test of the 
foregoing regulation.” 


Commissioner’s Contention 


It was asserted by the Commissioner that 
the taxpayer had not incurred any develop- 
ment expenses during the years 1936-1940 
inclusive, within the meaning of “develop- 
ment expenses” as used in Section 721 (a) 





(C). In fact, this was the principal ground 
for the Commissioner’s determination that 
the taxpayer in the taxable year 1940 had 
no abnormal income attributable to prior 
years and, hence, was not entitled to relief 
under the provisions of Section 721. On this 
issue the Tax Court likewise held in favor 
of the taxpayer, finding that the expendi- 
tures it claimed to have incurred in devel- 
oping its new type milling machines were 
properly to be considered as development 
expenses to be used in the apportionment 
of net abnormal income to the years to 
which they were attributable under Section 
724 (ec). 


Costs of Production 


Although the author of this article has no 
information as to the exact nature of the 
development expenses incurred by the Knight 
Machinery Company, annual totals of which 
are shown above in item 9 (a) of the Tax 
Court’s computation, he ventures the infer- 
ence that certain expenses for 1940 included 
therein might properly have been classified as 
costs of production. It is his feeling that 
the $11,340 of tool expenses and $4,280 of 
pattern expenses for 1940 probably included 
costs of patterns and tooling to be used in 
production of the newly developed milling 
machines. If this is true, it is the author’s 
view that such expenses should not be con- 
sidered as part of the cost of devefopment 
of the new product, but as costs of produc- 
tion, which should have been either written 
off in the year incurred or spread over the 
life of the assets (that is, by being capital- 
ized as tools and patterns and then depre- 
ciated). 


It would appear that, as is usual in sim- 
ilar Section 721 (a) (2) (C) cases, the Com- 
missioner laid considerable stress upon the 
fact that the taxpayer had not patented the 
product it had developed (its new type mill- 
ing machines). The Tax Court found as a 
fact: 





{Footnote 5 continued] 

with regard to the effect of an increase in de- 
mand and improvement in business conditions 
would make it impossible for any manufacturer 
to obtain relief under Section 721 (a) (2) (C). 
Taxpayers having difficulty with this phase of 
the Regulations will find in that article valu- 
able assistance in arriving at a reasonable in- 
terpretation and practical application of such 
Regulations in connection with the determina- 
tion of the extent to which the net abnormal 
income of a manufacturer is attributable to 
other years under the provisions of Section 
721 (b) and the Regulations thereunder. In 
this connection (the interpretation of the Regu- 
lations) the article cites Manhattan General 
Equipment Company v. Commissioner, 297 U.S. 
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129, 134 (1936) [36-1 ustc § 9105]; Johnson Lum- 
ber Company v, Commissioner, 3 TC 1160 (1944) 
[CCH Dec. 14,053]; and Keeble v. Commissioner, 
2 TC 1249 (1943) [CCH Dec. 13,647]. 

It is clear that the method used by the Tax 
Court in the Knight case to eliminate the sup- 
posed effect of the improvement in business 
conditions in the taxable year would result in 
an excessive reduction in relief where the ex- 
tent of such improvement is computed on the 
basis of the increase in sales of a growing in- 
dustry. In such a case the increase in sales 
in the taxable year may be attributable in large 
measure to the natural growth of the industry 
rather than to an improvement in general busi- 
ness conditions and/or an increase in demand 
arising out of wartime conditions. 
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“The petitioner’s patents on its old and 
obsolete machines had expired. It did not 
seek patents on the new designs, because 
such machines can be ‘designed around’ with- 
out infringement and also because a small 
company, such as the petitioner, has diff- 
culty in defending its patents.” 


It will be observed that this fact did not 
prevent the taxpayer from obtaining relief 
with respect to the portion of its income 
from the manufacture and sale of its new 
milling machines attributable to other years 
under the provisions of Section 721 (b). 


The legislative history of Section 721 
clearly indicates that Congress intended 
that income of the class described in Sec- 
tion 721 (a) (2) (C) should be apportioned 
rateably over the period of development, 
rather than in proportion to the amount of 
development expense incurred in each year 
of such period.® Apparently, however, the 
taxpayer did not raise this issue. It likewise 
appears that no question was raised as to 
the period of development of each of the 
three models (Nos. 20, 30 and 40) of the 
taxpayer’s new machines “to commercial 
production.” It seems likely, however, that 
this point may have been reached with re- 
spect to one or two of these models before 
1940, since the taxpayer was making com- 
mercial sales of some of its new machines 
prior to that year. 


Neither of these questions concerns the 
determination of the net amount to be ap- 
portioned over the period of development, 
but only the method of making such appor- 
tionment. 30th questions will probably 
arise in subsequent Section 721 cases before 
the Tax Court. 


Factor of Business Improvement 


The Tax Court is unquestionably correct 
in first determining, in accordance with the 
statutory formula prescribed in Section 
721 (a) (3), the amount of the taxpayer’s 
“net abnormal income” (item 6 above) and 
then excluding so much of such income as 
is attributable to the improvement in busi- 
ness conditions (item 7 above), before ap- 
portioning the balance (item 8 above) over 
the period of development. The author of 
this article believes, however, that the amount 
eliminated on this account should not reduce 
the balance of such income below the amount 





6 See discussion and excerpts from the Con- 
gressional Record in this regard, starting on 
page 180 of ‘‘Commentary upon Section 721’’ 
and discussion of the same point in ‘‘Abnormal 
Income from Research and Development,’’ both 
cited in note 2. 
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of income which the taxpayer would have 
realized in the taxable year from such devel- 
opment after excluding the effect of the im- 
provement in business conditions. In other 
words, the factor of business improvement 
should be used to determine the amount to 
be excluded from “net abnormal income” 
as attributable to the improvement in busi- 
ness conditions, rather than to prorate the 
amount of statutory “net abnormal income” 
(already reduced by the 125 per cent formula) 
between development and business improve- 
ment. The application of this method of 
computation to the facts in the Knight case 
would result as follows: 


(i) Gross income of the taxpayer 
for 1940 of the class described 
in Section 721 (a) (2) (C) 


(ii) Deduct: Direct costs and ex- 
penses attributable to the above 
(item 5 (b) of the Tax Court’s 
computation) 


$97,590.30 


21,839.38 
(iii) Balance of income of the class 
described in Section 721 (a) 

(2) (C), in part attributable 

to improvement in general busi- 

ness conditions $75,750.92 
(iv) Deduct: Portion of the above 
income attributable to improved 
business conditions— 


1.6152 





x $75,750.92 = $46,785.29 


2.61 


2 


un 


(v) Balance attributable “to the 
expenditures which the peti- 
tioner made during the period 
1936 to 1940 in bringing its 
(new) machines Nos. 20, 30 and 
40 to commercial production” — 

1.0000 





x $75,750.92 = $28,965.63 


2.6152 


Comparison of Two Methods 


It will be seen that the method urged 
above would result in an amount (of income 
to be apportioned over the period of devel- 
opment) only slightly larger than the cor- 
responding amount (item 8—$27,551.85) in 
the Tax Court’s computation. Where the 
proportion of the taxpayer’s income from 
development in previous years as compared 
with the taxable year is considerably greater 
than in the Knight case, however, the two 
methods give quite different results. The 
“125 per cent rule” sharply reduces the 
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amount of the taxpayer’s “net abnormal 







income” in such cases, but this should not 
affect the determination of the extent to 


the product rather than to improvement in 
business conditions. The effect of the two 
methods of computation under varying con- 























which the income of the taxable year is ditions may be seen in the following 
in fact attributable to the development of illustration: 
I. Tax Court’s Method 
Case No.1 Case No.2 
A. Gross income for 1940 of the class described in 
Section 720 Gay. C2) GO). cn desea x cee Os van ek $100,000 $100,000 
B. 125 per cent of average income of the same class for 
the precedine four years: . «<< ess sic sccee coe es bes 4,000 70,000 
ee CO 5 oe es tie SA ee ees Borie a 96,000 30,000 
D. Deduct: Portion of other direct expenses attribu- 
table to the above— 
item C 
x 20,000 = 19,200 6,000 
item A eee 
E. “Net abnormal income” . $ 76,800 $ 24,000 
F. Prorata portion of “net abnormal income” considered 
attributable to development period (on basis of 
factor of improvement in busines conditions in 1940 
of 2.5)— 
1.0 
xX item E = $ 30,720 $ 9,600 
25 
II. Suggested Method 
E. “Net abnormal income” (same as item E above) $ 76,800 $ 24,000 
F. Computation of limitation on amount of “net abnor- 
mal income” which is to be apportioned over the 
period of development: 
(i) Gross income for 1940 of the class described in 
Section 721 (a) (2) (C) $100,000 $100,000 
(11) Deduct: Other direct expenses attributable 
thereto 20,000 _ 20,000 
(iii) Net income as above ........ 80,000 80,000 
(iv) Portion of the above income attributable to 
the improvement in business conditions— 
1.50 
x item F (iii) = 48,000 48,000 
2.50 
(v) Balance—amount of the taxpayer’s statutory 
“net abnormal income” which may be con- 
sidered as attributable to development rather 
than to improvement in business conditions— 
to be apportioned over the period of develop- 
ment (limited to the amount of such “net ab- 
normal income’’) 
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.... $ 32,000 


$ 24,000 









































Since, in both of the above cases, the gross 
and net income for the taxable year, of the 
class described in Section 721 (a) (2) (C), 
is the same, the Q@mount of such income 
attributable to the improvement in business 
conditions in that year must be the same. 
This is reflected in the method of compu- 
tation suggested by the author. The Tax 
Court’s method, however, results in attribut- 
in a greater proportion of the income to 
improvement in business conditions in the 
taxable year in the case where the amount 
of income from development for the four 
preceding years is greater in proportion to 
that for the taxable year. This does not seem 
to be in harmony with the theory on which 
the Tax Court makes this part of its 
computation. 


Value of Tax Court’s Decision 

Taken as a whole, the Tax Court’s deci- 
sion in the Knight Machinery Section 721 
case is a shining light in the obscurity 
which has hitherto generally prevailed in 
the field of excess profits tax relief. Such 
definiteness and certainty in connection with 
Section 722 would indeed afford comfort 
and relief amidst the troubled waters that 
surround that as yet unsolved enigma. The 
greatest value of the Tax Court’s decision 
in the Knight case is not merely as a pre- 
cedent for the ¢rial of other Section 721 
cases, but as a pattern for the settlement of 
such cases before the Bureau of Internal 
Revenue. A fair and just settlement of 
any tax case is always better than the delay, 
uncertainty and expense of atrial. This is 
especially true in excess profits tax relief 
cases. It is for this reason that the definite- 
ness, thoroughness and fairness of the Tax 
Court’s decision in the Knight case merits 
sincere appreciation on the part of all tax- 
payers and all tax practitioners who are 
interested in this problem. 


In addition to establishing definite prin- 
ciples and methods for the computation of 
relief under Section 721, the Tax Court 
in this case has, by implication at least, 
disposed of two of the grounds frequently 
advanced by Revenue Agents in attacking 


claims for such relief: (1) that the income 
attributable to other years under Section 721 
is to be limited to the royalty income which 
the taxpayer could, theoretically, have de- 
rived if, instead of manufacturing the prod- 
uct, it had granted a license to others to 
manufacture it; or, as an alternative proposi- 
tion, (2) that the income to be apportioned 
to others years is to be reduced by the 
portion thereof attributable to the manu- 
facturing and selling activities of the tax- 
payer. 


Advantage of Claims 
Under Section 721 


Both the foregoing methods of limiting 
relief under Section 721 involve theoretical 
considerations of how much income the tax- 
payer would have made if it had done some- 
thing which it did not do. One of the great 
advantages of claims under Section 721, as 
compared with those under the more notori- 
ous Section 722, is the fact that it is not 
necessary under the former to indulge in 
such theoretical speculations. Congress, in 
prescribing the “125 per cent rule” in Sec- 
tion 721, undoubtedly intended the reduction 
in the amount of relief resulting from the 
application of that rule to take the place 
of any such theoretical computations. Al- 
though the Tax Court’s decision in the Knight 
case does not discuss either of the Bureau's 
above-mentioned methods of reducing relief 
under Section 721, it is noteworthy that, in 
substituting its own method of computation 
under Section 721 for that stipulated by 
the parties, the Tax Court did not make 
any reduction in the amount of gross in- 
come for the taxable year on account of any 
theoretical amount of royalty income or of 
manufacturing and selling profit. On the 
authority of this case, therefore, taxpayers 
should be able to prevent the application by 
the Bureau of any such theoretical formulae 
for the reduction of the amount of relief to 
which they are entitled under Section 721. 
As stated by the Tax Court in the Knight 
case, “We cannot attribute to the framers 
of the Regulations an intention to deprive 
taxpayers of relief plainly authorized by the 


statute.” [The End] 


SLIPPERY WORDS 
The word “resident” (and its antonym “non-resident”) are very slippery 


terms, which have many and varied meanings. 


Sometimes, in statutes, “resi- 


dence” means “domicile”; sometimes, as in the instant case, it clearly does not. 
When these words, “domicile” and “residence,” are technically used by persons 
skilled in legal semantics, their meanings are quite different—Commissioner 
of Internal Revenue v. J]. W. Swent and Ursula L. Swent, CCA-4 No. 5449 


[46-1 ustc 9266], decided May 8, 1946. 
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Britain’s Workmanlike Budget 


By NORMAN CRUMP 


Financial Editor of the London Sunday Times 


W s= MR. DALTON opened Britain’s 
1946-1947 budget on April 9, he ful- 
filled neither extreme hopes nor extreme 
fears. But he outlined a thoroughly work- 
manlike budget with emphasis on incentives 
to production. In view of the heavy ex- 
penditure he had to meet and the need to 
limit purchasing power in accordance with 
the supplies of goods available, he did not 
feel justified in making many spectacular 
remissions of taxation. The only big 
change, in fact, was the repeal, as from De- 
cember 31, 1946, of the excess profits tax. 
On the other hand, he has not replaced the 
excess profits tax by any new tax either 
upon industrial profits or upon dividends. 
Here he was content to say that he had an 
open mind, and would watch during the 
coming year both Britain’s budgetary needs 
and the way in which private enterprise 
conducted in its affairs. 


Estimated Expenditure 


First as to the broad position: He esti- 
mates expenditure at £3,887 million, while 
the budget is so framed as to raise in reve- 
nue £3,161 million. This leaves a gap of 
£726 million to be covered by borrowing. 
Mr. Dalton made the important statement 
that the National Savings Movement had 
undertaken to raise during this year £520 
million in the form of small savings. This 
narrows the gap to £204 million, enabling 
Mr. Dalton to say that he would not be rais- 
ing any large amounts this year through the 
new capital market. 

This is of the utmost importance. It 
means that the government will not be com- 
peting with industry for new capital; indus- 
try, therefore, will find it easier to raise 
money for reconversion and new develop- 
ment. 


Provision for Deficit 


The deficit of £726 million is smaller than 
had been anticipated because the Chancellor 
expects to obtain about £200 million from 


Britain’s Workmanlike Budget 


the sale of surplus war stores and surplus 
receipts from certain trading activities of 
government departments. Of this amount, 
£50 million is to go into a special fund for 
the acquisition of land for holiday and other 
purposes. This £50 million is included in 
the aggregate of £3,887 million for the 
year’s expenditure. 


Of course, this £200 million is non-re- 
current. On the other side of the accounts, 
the winding-up of World War II will re- 
quire £576 million, which again is non- 
recurrent. So too is the £50 million for 
the Land Fund. Knocking off these non- 
recurrent items from both sides of the ac- 
counts, it looks as if the 1947-1948 deficit 
might be only £300 million. There are, 
however, two qualifications. The first is 
that it is assumed that the 1946-1947 revenue 
is repeated in 1947-1948. The second is that 
whatever happens to revenue next year, ex- 
penditure will be swollen by the increasing 
cost of carrying out the government’s pro- 
gram. Social services alone will cost the. 
central government £200 million more in 
1948-1949 than in 1946-1947, though there 
will be an offset in the form of the allevia- 
tion of the cost of social services now 
financed by the government through grants 
to local authorities. 


Returning to the year 1946-1947, the de- 
ficit is £726 million, to be covered mainly 
by the efforts of the National Savings Move- 
ment. But a modern budget must look be- 
yond actual revenue and expenditure. In 
particular Mr. Dalton had the overriding 
duty of giving all sections of Britain the in- 
centive to work and produce, at the same 
time keeping purchasing power within 
bounds. 


Tax Remissions as Incentive 


tg Production 
Inevitably he had to compromise between 
these two incompatible aims. But without 


releasing too much purchasing power, he 
has been able to give the nation certain tax 
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remissions, which should act as an incentive. 
Purchase tax is withdrawn or reduced in 
respect of a fairly wide range of household 
goods. Income tax is lightened for all re- 
cipients of earned income up to £1,200 a 
year. In view of the need to persuade mar- 
ried women to remain at work, the married 
woman’s earned income allowance is to be 
raised from £80 to £110. Workers’ con- 
tributions to social insurance schemes may 
be deducted from earnings before those 
earnings are assessed for income tax. A 
beginning is to be made in the repayment of 
postwar income tax credits. This will at 
present be limited to men over sixty-five 





in 1948. He did not have to decide at once 
whether to substitute any other form of tax 
upon industrial profits. In keeping his mind 
open, Mr. Dalton made it clear that he had 
in memory his statement of last autumn that 
industrial companies should be chary about 
distributing profits, but instead should re- 
tain them in order to finance their recon- 
struction and developments. 


For the rest, Mr. Dalton called attention 
to the importance of food subsidies as a 
stabilizer of the cost of living and so of the 
life of Britain. He also reminded the House 
of their heavy cost—already £335 million— 
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and said that there was a limit to the amount 
he could find. Finally, he stated that the f 
entire budget was framed on the assumption 

that the Anglo-American loan agreement 
would be ratified by Congress. Otherwise, 

he hinted, he would have to introduce a sup- 
plementary budget before the end of this 
financial year. 

























and women over sixty, and will apply only 
to credits which accrued during the three 
years from 1941 to 1944. Nevertheless, this 
is a welcome beginning. 


In withdrawing the excess profits tax, Mr. 
Dalton explained that owing to the time- 
lag between assessment and collection, he 
would begin to lose revenue seriously only 


[The End] 


NEW TAX LAWS 


In line with the states’ need, at present, to secure more revenue, several new 
taxes have been recently enacted which will affect large classes of taxpayers. 


Two of these laws were approved by the Missouri Legislature. The first, an 
intangible tax, provides for the levying of a four per cent tax upon the yield of 
intangible personal property having a taxable situs in Missouri. The second, an 
excise income tax on banking institutions, is imposed at the rate of seven per cent 
per annum and is to be paid by these institutions in lieu of bank share and tangible 
and intangible personal property taxes. Both these taxes become effective July 1 
of this year. 


Mississippi, which made many important changes in its tax structure during 
the 1946 legislative session, also turned its attention toward new sources of 
revenue and enacted a documentary stamp tax, which is to be levied on instru- 
ments creating, assigning or transferring a mineral leasehold or interest therein 
or conveying, excepting or reserving a mineral or royalty interest in non-producing ( 


gas, oil or minerals in the State. : 

Municipalities have also been searching for new tax angles; and, pursuant to 5 
this movement, the City of Los Angeles has enacted a municipal sales tax law fi 
imposing a tax of one-half of one per cent upon the sale of goods, wares or mer- 8 


chandise at retail. The tax is to be administered by the City Clerk, who has 
advised that report and payment due dates will be either monthly or quarterly, 
depending on when the taxpayer files his state returns; the delinquency date is | 
thirty days after the due date. 
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Some new uncertainties in 





The Income ‘Tax Regulations of Trusts 


By J. S. SEIDMAN 


The author is a Certified Public Accountant 
in New York City 


SPLENDID ILLUSTRATION that 

regulation begets more regulation is 
found in the rocky income tax path of 
trusts. The story starts with the unsophis- 
ticated days when an individual and a trust 
he created were two different tax entities 
and each went its own tax way. There has 
been extensive evolution since those simple 
beginnings to the point where now an indi- 
vidual and the trusts he sets up are almost 
as indivisible as the famous Siamese twins. 
The evolution is by no means complete. 
We will here focus attention on the most 
recent development, an appendage that the 
tax biologists refer to as T. D. 5488. 


T. D. 5488 is the Treasury. Department 
sequel to a structural alteration accounted 
for by the Supreme Court in the now 
famous Clifford case. Until that case, most 
diagnosticians held that a fellow who 
created a trust could learn all there was to 
know about the tax effect of doing so by 
familiarity with the special part of the law 
devoted to trusts. In the Clifford case, the 
Supreme Court said the trust sections of the 
law do not tell the whole story. The Court 
went back to the primordial principle that 
everyone pays a tax on his own income. It 
then declared that income may still be 
one’s own though involved in a trust. It 
depends on the terms of the trust. The 
Court said that income is taxable to the fellow 
setting up the trust (that is, the grantor) 
if there is a combination of these circum- 
stances: the trust is short term, the bene- 
ficiary is an intimate member of a family 
group, and the grantor retains control over 
the assets of the trust. 


Headaches were bound to ensue—and did 
—because of the vagueness of these criteria. 
How short must a short-term trust be? 
How far in geneology must one go before 
getting out of the intimate family group to 
the plain family group without the intimacy? 
What constitutes control over the assets of 
the trust? Are the three factors named bv 
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the Court—time, family and control—of the 
same weight, or can a trust be long on 
control and short on time or family, or any 
permutation or combination of these? This 
welter of uncertainty resulted in confusion 
in the rulings and decisions. Some hewed 
straight to the factual line of the Clifford 
case. Others wandered far indeed. T. D. 
5488 was emitted to bring order out of 
incipient chaos and to “resolve the present 
difficulties.” That certainly is to be ap- 
plauded, particularly since the T. D. achieves 
its laudable objective in many respects. 


In comparison with the rulings and deci- 
sions handed down since the Clifford case, 
the T. D. follows the middle-of-the-road 
path. From the grantor’s standpoint, it is 
more liberal than some of the rulings and 
decisions and less so than others. However, 
in comparison with the Clifford case, the 
T D. is infected with the same blight that 
besets many of the rulings and decisions, 
with the result that doubts set up by the 
Clifford case are compounded or intensified 
by new ones. This is best understood from 
a comparison of the Clifford case with the 
se 


Comparison of T. D. 5488 and 
Clifford Case 


Measured by the reference to the Clifford 
case, we find that the very foundation of 
the T. D. is open to challenge. Though 1t 
professes merely to explain and give pre- 
cision to the principles of the Clifford case, 
the T. D. pushes out to areas far beyond 
those reached in that case. The T. D. is 
grounded on the proposition that taxation 
to the grantor is geared to the presence 
of any one of the time-family-control factors. 
The Clifford case held no such assumption. 
Quite to the contrary, the Court said: 
“Our point here is that no one fact is nor- 
mally decisive but that all considerations 
and circumstances of the kind we have 
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mentioned are relevant to the question of 
ownership and are appropriate foundations 
for findings on that issue.” 


Furthermore, controversy germinated 
from the Clifford case because it dabbled 
in broad generalities. The T. D. will have 
tough going in that respect, too. The 
length of a trust is measured by the time 
it may be “reasonably expected to take 
effect in possession or enjoyment.” Sur- 
vivorship of the grantor is related to a 
“contingency which is of an insubstantial 
character.” Control is in some respects 
geared to whether certain powers apply to 
“members of a class” and whether the 
powers are “limited by some reasonably 
definite external standard.” The standard, 
in turn, must consist of “the needs and 
circumstances of the beneficiary.” Control 
of a trust may be reflected by the presence 
of “circumstances attendant upon its op- 
eration” or by the possibility of dealings 
with the trust for less than an “adequate 
and full consideration in money or money’s 
worth.” 


Ambiguities 


Even if we can dismiss these pivotal mat- 
ters, the T. D. is not in the clear. For 
example, on the time factor, it declares that 
a trust must be able to last for at least ten 
years (and in some cases, fifteen years) 
before it is said to grow enough whiskers 
to shield the grantor from tax. In the 
Clifford case, a five-year trust was involved. 
The ten- to fifteen-year provision is definite 
—but is it tenable? 

Incidentally, how will the time factor be 
interpreted under the T. D. in a trust set 
up by a husband with income to his wife 
only for as long as she partakes of his 
bed and board? Will the ten- to fifteen- 
year span be measured on the basis of the 
life expectancy of the wife or the life ex- 
pectancy of the marriage? 

Again, the T. D. ignores entirely the 
emphasis the Supreme Court placed on the 
intimate family factor. The T. D. makes 
time or control godhead, whether bene- 
ficiary be kin or stranger. Some day, un- 
doubtedly, someone will want to know how 
the T. D. “gets that way”! 


On the score of control, the T. D. divides 
the subject into two parts: control over the 
income or principal of the trust, and con- 
trol over the administration of the trust. 
Let us see what thorns each conceals. 


In the Clifford case, the trust was to fold 
up at the end of five years, at which time 
the grantor was to recover trust property. 
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Under the T. D., that little beachhead 
grows into a continent ruled by a decree 
that a grantor is taxable regardless of the 
duration of the trust and regardless of 
whether or not the grantor ultimately can 
recover the trust property, if a change in 
income or principal among beneficiaries can 
be directed by anybody (unless that some- 
body has a substantial adverse interest). 
That is annexing a lot of questionable 
territory. 


Exceptions 


Some exceptions to the principle just 
mentioned are prescribed, among them that 
a grantor will not be taxed if all that he 
or anyone else can do is to hold back income 
from beneficiaries, and the income so held 
back ultimately goes to that beneficiary. 
Another exception makes the grantor free 
of tax where income may be shifted among 
beneficiaries, provided the shifting is done 
by an outside trustee (that is, someone 
other than the grantor or wife) and con- 
trolled by a definite external standard. The 
standard must, in turn, be related to the 
needs of the beneficiary and set forth in 
the trust. 


Assume this case: A sets up a trust with 
an outsider as trustee. The trust provides 
that the income goes to A’s son, except 
that in the trustee’s discretion up to the 
first $5,000 of income a year may be given 
to A’s wife. Where are we under the 
T. D.? Is all the income taxable to the 
grantor because part of it may be shifted 
without the required external standard? Is 
$5,000 taxable to the grantor whether or not 
any income is in fact shifted to the wife? 
Is A taxable only on the actual amount 
shifted to the wife? Is A taxable on none 
of the income because the $5,000 figure is 
itself a definite external standard? Ques- 
tions such as these will cry for answer 
from the variety of trust provisions that 
abound. 


Under the heading of administrative con- 
trol, a grantor is taxable if he may buy 
from the trust at less than money’s worth, 
or if he may borrow from the trust. The 
same result follows if anyone but the trustee 
may vote the securities that are up in trust, 
or control trust investments, or substitute 
other assets for the trust assets. The right 
to do any one of these things makes the 
grantor taxable. That is a far cry from 
the Clifford case, where, besides a five-year 
trust with his wife as beneficiary, the 
grantor had the power not only to vote 
securities but also to sell and reinvest in 
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whatever way and for whatever amount he 
thought fitting. 


In Summary 


The situation, in summary, seems to come 
to this: The Supreme Court admonished 
that we must look at the entire combina- 
tion of circumstances and deduce from all 
of the factors whether they add up to own- 
ership by the grantor. The T. D. says if 








any one circumstance is present, the grantor 


is doomed. The taxpayers are bound to 


come out slugging on that proposition, even 
though, as has been mentioned, the T. D. 
is in several respects more liberal than some 
of the rulings and decisions. All of which 
means that uncertainty will continue to 
stalk until Congress or the Supreme Court 
says what it thinks about the T. D. 


[The End] 
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meeting. Directors’ meetings generally have 
the function, of course, of determining the 
policy and activities of the corporation. I 
am afraid, there, we would have to have 
more facts before we could let you out.” 





QUESTION: “Mr. Kingsley, I have a 
question on procedure. We are on the fiscal 
year basis ending June 30, and in getting 
the data from our many branches, we will 
not be able to file a return on the required 
filing date of October 15. 


“T note in the law that there is a provision 
for the extension of the time for filing, which 
states that the extension of the filing date 
of return also extends the payment of the 
tax. 

“But on the instructions on the face of 
the return, there is a provision which re- 
quires that a tentative return be filed when 
an extension is requested and the tentative 
tax be paid at that time.” 

MR. KINGSLEY: “That is Section 19. 
The law, first of all, says that the extension 
may be granted under such rules and regula- 
tions as the Commissioner shall prescribe, 
and we have prescribed the rules and regula- 
tions. That is one part of the answer. 

“The second part is that it may be bene- 
ficial to most corporations to be permitted 
to pay the amount of the tentative tax at 
the time of obtaining the extension because, 
otherwise, you would have interest running 
on that at the rate of one per cent per month. 
Now, of course, anyone who wants to 
pay——” 

MR. WALSH: “That is six per cent per 
annum.” 

MR. KINGSLEY: “I was referring to 
the tax law. Our regular interest rate is one 
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per cent per month. And, of course, most 


taxpayers prefer to save that twelve per cent 
interest. 


“Now even at six per cent per annum, I 
think that today most corporations would 
prefer to make that payment on time. And, 
as a matter of fact, in promulgating that 
regulation, we had in mind the benefit to 
the average corporate from the privilege of 
paying that on time and not being charged 
six per cent interest.” 





CHAIRMAN: “Mr. Kingsley, I know 
that a number of the members here are in- 


terested in the question of property in 
transit. 


“Now in explaining the property factor 
under the New York Franchise Tax Law, 
Regulation Article 412 reads, in part, as fol- 
lows: 

“*Property, while in transit from a point 
outside New York to a point in New York, 
or vice versa, does not have a fixed situs 
either within or without the state, and, 
therefore, will not be deemed to be “situated” 
or “located” either within or without New 
York. Accordingly, such property, while so 
in transit, should be omitted from both the 
numerator and the denominator of the 
property factor.’ 


“Now the question is, what position does 
the New Jersey Department take as regards 
merchandise in transit in interstate trans- 
actions, and in export-import transactions?” 


MR. KINGSLEY: “We would take the 
same position as indicated in New York. I 
think that would be understandable to most 
of the men who might have occasion to pass 
on a problem of that kind.” 
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By ALFRED S. PERLSTEIN 


The basic principles governing transferee liability are reviewed in this article by 


Mr. Perlstein, followed by the application of these principles to transferee liability 


in certain corporate distributions and payments. 


The author is Tax Counsel to 


the firm of Blattner & Rosen, Certified Public Accountants, of New York City 


ISTRIBUTIONS AND SALES of 

corporate property often create liabili- 
ties for the payment of taxes on the part of 
the transferees not fully appreciated at the 
time of the transactions. Even payments 
for dividends, salaries and debts have under 
certain circumstances been held to create 
transferee liability on the part of the recipi- 
ents of the payments. 

The basic principles governing transferee 
liability will be reviewed, followed by the 
application of these principles to transferee 
liability which may be involved in certain 
corporate distributions and payments. 

The basis of transferee liability stems 
from the common law right of creditors to 
set aside transfers of property made in fraud 
of their rights. This right is known as the 
“trust fund” theory, and is pursued by means 
of a creditors’ bill against the transferee, to 
impress the property transferred with a trust 
for the payment of the taxpayer’s debts. 
The government is considered a creditor 
and may employ this remedy. 

In practice, the remedy proved to be long 
and involved. To correct the situation, the 
transferee provisions were first introduced 
into our revenue system by the Revenue Act 
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of 1926. At the present time, the govern- 
ment may use either method for collecting 
the tax. The old method of suit in equity 
is rarely used, although the substantive prin- 
ciples governing liability are still applicable 
in proceedings brought under the present 
transferee provisions of the Internal Reve- 
nue Code.* The liability at law or in equity 
of a transferee can be enforced by transferee 
proceedings. 


Liability of a transferee is determined by 
the settled principles of the common law 
and federal and local statutes.* The basis 
of transferee liability is grounded upon a 
transfer of assets, so that if the local law 
imposes a liability not based on such a trans- 
fer, the Commissioner may not bring trans- 
feree proceedings.® But a failure to give 
notice to creditors pursuant to the bulk 
sales law of the State of Illinois involved 
a transfer of assets, and therefore the Com- 


1 Section 311, I. R. C. 


2A. H. Graves, et al., 12 BTA 124, N. A. VII-2 
CB 47 [CCH Dec, 4001]. 
3M. H. Graham, et al., 26 BTA 301 


Dec. 7611]; appeal dismissed, 63 F. 
(CCA-9, 1933). 
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missioner was authorized to use the sum- 
mary remedy of transferee proceedings.* 


The assumption by a purchaser of the 
debts of the transferor would make the pur- 
chaser liable in transferee proceedings. This 
liability is one at law as distinguished from 
the equity liability involved in a transfer, 


which renders the transferor insolvent. Such - 


assumption of liability may be either by 
agreement of the parties or created by local 
law. Under such circumstances, the Com- 
missioner is relieved of the burden of proving 
that the transfer rendered the transferor 
insolvent.® 


Under Section 311 of the Internal Reve- 
nue Code, the procedure to assert transferee 
liability is the same as that used against a 
taxpayer. Accordingly, the Commissioner 
may institute proceedings against a trans- 
feree by means of a deficiency notice. The 
transferee has the right of appeal to the 
Tax Court and thereafter to a review by a 





* United States v, Goldblatt Bros., Inc., 128 
F. (2d) 576 (CCA-7, 1942) [42-2 ustc ] 9486]; 
certiorari denied, 317 U.S. 662. 


5’ Helvering v. Wheeling Mold & Foundry 
Company, 71 F, (2d) 749 (CCA-4, 1934) [4 ustc 
1 1304]; certiorari denied, 293 U. S. 603. 
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Circuit Court of Appeals, or he may pay the 
assessment and bring suit for refund. In 
transferee proceedings, the deficiency notice 
must indicate clearly that the party is sought 
to be held liable as a transferee and not as 
the original taxpayer. 


An important distinction between proceed- 
ings against a taxpayer and those against a 
transferee is that the period of time within 
which transferee proceedings may be begun 
by the Commissioner is greater than in the 
case of an original taxpayer. An assessment 
may be made against an original transferee 
within one year after the expiration of the 
period for assessment against the original 
taxpayer; and in the case of a transferee 
within one year after the expiration of the 
period of limitation for assessment against 
the preceding transferee, not exceeding, 
however, three years from the expiration of 
the period of limitation against the original 
transferor. The Statute of Limitations is 
shortened if a court proceeding is brought 
against the original transferor or last pre- 
ceding transferee and execution is returned; 
in such case the extended period of time 
within which an assessment may be made 
against a transferee is limited to one year 
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after the return of execution in such court 
proceeding. 


Basis of Liability 


In a general way, it may. be stated that 
the liability of a transferee is based upon 
the presence of the following facts: 


(A) The transferor must have been liable 
for the tax; 


(B) A transfer of assets must have been 
made to the transferee; 


(C) The transfer must have been made 
after the liability accrued. Taxes for all 
past years and for the year in which the 
transfer is made, even though not assessed, 
are potential liabilities and are included; ° 
but income taxes for later years are not 
included; * 


(D) The Commissioner must have pro- 
ceeded against the taxpayer or the circum- 
stances must be such as to render his efforts 
ineffectual ; 

(E) The transfer must have left the trans- 
feror insolvent, or it was in fraud of creditors, 
except in cases where there is a contractual 
liability to pay the taxes. 

The burden of proving that the taxpayer 
was not liable for the tax (item A above) 
rests on the transferee. The burden of 
proving the rest of the above items rests on 
the Commissioner. 


Liquidating Distributions 


In making liquidating distributions, it is 
wise to consider the question of transferee 
liability, as serious consequences may result 
to innocent parties unless proper precau- 
tions are taken. The case of Anna G. Phillips, 
et al. v. Commissioner® is a typical illustra- 
tion. The Supreme Court held that a stock- 
holder who receives “corporate assets upon 
dissolution is severally liable to the extent 
of the assets received, for the payment of 
taxes of the corporation; and other stock- 
holders or transferees need not be joined. 
Nonjoinder cannot affect or diminish the 
several liability of the stockholder or trans- 
feree sued”; and whatever the assignee’s 
“right to contribution may be against other 
stockholders who have also received shares 
of the distributed assets, the Government is 
not required, in collecting its revenue, to 


6 Elbert E. Scott, et al. v. Commissioner, 117 
F. (2d) 36 (CCA-8, 1941) [41-1 ustc { 9243]. 

7 Transo Oil Corporation v. Commissioner, TC 
memo, Docket Nos. 2236-2237, November 1, 1943 
[CCH Dec. 13,577(M)]. 

§ 283 U. S, 589 (1930) [2 ustc f 743]. 
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marshal the assets of a dissolved corpora- 
tion so as to adjust the rights of the various 
stockholders.” 

This decision but emphasizes the import- 
ance of leaving sufficient assets to cover all 
contingent taxes in corporate dissolutions. 
The Commissioner may, as in the Phillips 
case, single out one stockholder and hold 
him liable as transferee. Furthermore, it 
may be that in the years intervening be- 
tween the corporate dissolution and the as- 
sessment of transferee liability, the other 
stockholders have become insolvent, so that 
an action against them for contribution would 
prove fruitless. 


It should be noted that if the record owners 
of stock are not the beneficial owners and 
receive the liquidating distributions merely 
as agents for the real owners of the stock, 
they are not liable as transferees.® 


The case of Scott v. Commissioner, supra; 
illustrates another pitfall. Liquidating pay- 
ments were made to the stockholders who 
were also creditors of the corporation. The 
distribution of the dividend rendered the cor- 
poration insolvent. Subsequent to the trans- 
fer additional tax was assessed against the 
corporation. The court held that a subse- 
quently levied tax is nevertheless a potential 
liability of the corporation, of which the 
stockholders are charged with notice. On 
the question of whether the corporation was 
rendered insolvent by the transfer, the tax- 
payers claimed that by eliminating the in- 
debtedness due them from the corporation 
and considering it as having been satisfied 
by the transfer, the corporation was not 
rendered insolvent. The court stated: 


“It appears, however, that the transfer 
was not made in discharge of this indebted- 
ness, but it was made to the petitioners as 
a dividend and was so regarded by the 
parties.” 


The court refused to limit the liability of 
the taxpayers to the amount by which the 
transfer to them made the corporation in- 
solvent, and stated: 


“Under the trust fund doctrine, if the 
assets of an insolvent corporation are dis- 
tributed among its stockholders before its 
debts are paid, each stockholder is liable to 
creditors for the full extent of the amount 
received by him.” 


Transferee liability might have been avoided 
in the Scott case if sufficient assets had been 


8 Agnes C. Jacob, et al. v. Commissioner, 139 
F. (2d) 277 (CCA-9, 1943) [43-2 ustc { 9638]; 
Kizzie Gordon, et al. v. Commissioner, 27 BTA 
377 [CCH Dec, 7868], A. XII-1 CB 5. 


June, 1946 e TAXES—The Tax Magazine 








he 
or- 
ns- 
the 


ial 
the 
On 
vas 
ax- 
in- 
ion 
fied 


not 


sfer 
ted- 
3 as 
the 


y of 
the 
in- 


the 
dis- 
e its 
le to 
ount 


sided 
been 
*, 139 
16381; 
BTA 


azine 





left in the corporation to pay potential taxes. 
In this case, money was left; but since it 
was insufficient, transferee liability attached 
to the stockholders, not merely for the dif- 
ference between the amount left in the cor- 
poration and the amount of the tax liability, 
but for the entire amount distributed as 
dividends. 


Payment of Debts 


The implication in the Scott case that if 
the distribution were made in payment of 
the debts transferee liability would not have 
resulted, is subject to the qualifications that 
a lien for the taxes had not accrued. In 
the case of C. A. Hutton v. Commissioner,” 
an insolvent corporation transferred its as- 
sets to its sole stockholder, who used the 
assets to pay corporate debts; the court 
held the stockholder liable as transferee: 


“The mere fact that the transferee has 
paid the money out on the debts of the cor- 
poration without further evidence does not 
relieve the transferee. He had no right to 
the capital of the corporation until all its 
debts were paid.” 


A transfer by an insolvent corporation to 
its stockholders in payment of corporate 
debts owing to the stockholders does not 
necessarily make the stockholders liable as 
transferees. The Circuit Court of Appeals, 
Second Circuit,” has held that a transfer by 
an insolvent corporation to its stockholders 
in payment of debts owing to them did not 
make the stockholders liable as transferees. 
The court stated that there was no proof 
that the remaining corporate assets were 
insufficient to make an equal distribution to 
the other creditors. And the government 
was not a preferred creditor because, at the 
time of the transfer, the taxes in suit had 
not been assessed and no lien had arisen. 


Sale of Assets 


Where corporate assets are sold or dis- 
tributed to stockholders at or about the 
same time that the stock is sold by 
the stockholders, the question arises as to the 
identity of the stockholders at the time of 
the sale, as such stockholders would be liable 
as transferees for the tax on such gain as 
may have been realized by the corporation 
on the sale of its assets. The liability for 
the tax on the part of the corporation would, 
in turn, depend upon whether the corpora- 
tion sold the assets or merely distributed 





059 F. (2d) 66 (CCA-9, 1932) [3 ustc { 948]. 


11 Weil v. Commissioner, 91 F. (2d) 944 [37-2 
ustc J 9428]. 
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them in liquidation to its stockholders. In 
the final analysis the question is one of fact,* 
upon which the decision of the Tax Court 
would be binding. 


In the case of Commissioner v. Southern 
Bell Telephone & Telegraph Company,” an 
agreement was made between a promoter 
and the stockholders of the telephone com- 
pany, whereby the promoter contracted to 
purchase their stock and pay the entire pur- 
chase price prior to a fixed date. The stock 
certificates were endorsed in blank and de- 
posited in escrow, but not transferred on 
the .corporate books. The promoter de- 
posited $100,000 with the same escrow agent 
to be applied on account of the purchase 
price or forfeited if the deal were not con- 
summated within the time fixed. 


The promoter assigned the contract to a 
newly formed corporation. The vendors of 
the stock refused to transfer the assets of 
the telephone company to the new corpo- 
ration, but did so at the vendee’s request 
vote at a stockholder’s meeting for the trans- 
fer of the assets to a liquidating trustee, who 
in turn transferred the assets to the new 
corporation upon receipt of the purchase 
price for the assets. At about the same 
time the vendors were paid the balance of 
the purchase price of the stock. 


The Circuit Court in affirming the deci- 
sion of the Board of Tax Appeals held that 
the vendors of the stock of the telephone 
company were not liable as transferees, be- 
cause they were not the stockholders of the 
telephone company at the time of its dis- 
solution, and the transfer of the stock on 
the books of the corporation was unneces- 
sary to pass title. 


The fact that the original stockholders 
voted for the transfer did not alter the 
situation as under the local law therein in- 
volved, the equitable owners of the stock 
(vendees) had the right to compel the owners 
of the naked legal title to vote at their di- 
rection. 

The question of whether the telephone 
company was liable for income taxes on the 
sale of its assets, and if so, whether the pur- 
chasers of the stock who were the equitable 
owners thereof on the date of the transfer 
became liable for the tax as transferees, was 
not involved in this case. 


Whether or not a tax liability is incurred 
by a corporation upon a transfer of its as- 
sets, is a factual question depending upon 
whether the transfer is held to be a sale of 





2102 F. (2d) 397 (CCA-6, 1939) [39-1 ustc 
{| 9362]. 
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assets or a liquidating distribution. If the 
transfer is held to have been a sale, any gain 
realized is taxable to the corporation; and 
in such event, the parties who, under the 
local law, were the stockholders and received 
the assets would be liable as transferees. 


However, in the case of Etienne J. Caire 
v. Commissioner,” the stockholders author- 
ized a sale of the corporate assets at a price 
which would pay $100 per share on the dis- 
solution of the corporation; the stock was 
then paid for by the purchaser. The court 
held that the money received by a stock- 
holder was in the nature of a liquidating 
dividend, rather than the proceeds of a sale 
of the stock, as the stockholder contended, 
and accordingly, he was held liable as trans- 
teree. 


A purchaser of corporate assets may also 
become liable as a transferee. In the case 
ot George C. Shepard v. Commissioner," the 
purchasers of corporate assets who paid the 
purchase price to the stockholders instead 
of the corporation became liable as trans- 
ferees for the corporate taxes incurred by 
the corporate vendor on such sale. The 
court stated: 


“Equally clear and definite must be the 
holding that one who dispossesses another 
company of all of its assets, paying the con- 
sideration therefor to a third party, and 
leaving the propertyless corporation unable 
to pay its debts, including taxes which were 
inchoate at the time, becomes a trustee and 
liable in such trusteeship for taxes and other 
debts in an amount not exceeding the value 
of the property taken from the debtor tax- 
payer. This is so, not alone because of any 
transferee liability section of the Revenue 
Act, but because of the application of prin- 
ciples of equity.” 


Election of Remedies by 


Commissioner 


Where a corporation transfers its assets 
to stockholders, the government can either 
hold the stockholders liable on the gain rea- 
lized by them on the liquidation or hold 
them liable as transferees of the corpora- 
tion, but cannot do both; for. as stated by 
the court in the case of United States v. 
George Brown: 


3101 F 
{ 9343]. 

4101 F. (2d) 595 (CCA-7, 1939) 
f 9248]: certiorari denied, 307 U. S. 

686 F. (2d) 798 (CCA-6, 1937) 
€ 9006]. 
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“The money could not constitute income 
to the taxpayers and also a fund charged 
with a trust in favor of the Government. 
The Government could bring the transferee 
action on the theory of trust, or in the alter- 
native, it could claim that all of the liq- 
uidating dividends constituted personal 
income to the taxpayers. It could not pur- 
sue both courses.” 


Payment of Salaries 


Corporate officers receiving salaries in ex- 
cess of what is determined to represent proper 
and reasonable compensation for services 
actually rendered to the corporation, and to 
which payments are made when the corpo- 
ration is insolvent, or have the effect of 
making it insolvent, will be held to have re- 
ceived distributions of corporate assets 
without consideration and to be liable as 
transferees.” This liability being in equity, 
the court has indicated that the Commis- 
sioner must do equity by giving the trans- 
feree, sought to be held liable, credit for 
income taxes paid by him by reason of the 
inclusion in his personal return of the amounts 
paid as “salary” which was held excessive.” 


But a mere credit on the corporate books 
of excessive salaries because the officers be- 
lieved that the corporation was a personal 
service corporation and that they as stock- 
holders were liable to income tax on their 
individual returns for their pro rata share 
of the profits, when such salaries were never 
withdrawn, was held by the Board of Tax 
Appeals not to render these officers liable 
as transferees.* 


The foregoing cases are but some of the 
instances where transferee liability may be 
invoked by the Commissioner. Every trans- 
action should be scrutinized, for the Regu- 
lations ® interpret the term “transferee” as 
including an heir, legatee, devisee, distributee 
of an estate of a deceased person, the share- 
holders of a dissolved corporation, the as- 
signee or donee of an insolvent person, the 
successor of a corporation, a party to a re- 
organization, and all other classes of dis- 


tributees. [The End] 


%C. A. Lovejoy v. Commissioner, BTA memo 
Docket No, 106042, June 15, 1942 [CCH Dec. 
12,559-H]. 


1% Commissioner v. Renyx, 66 F. (2d) 260 [1933 
CCH { 9433]. 


‘8 Willard M. Whitney, 26 BTA 212 [CCH Dec. 
7600], A. XI-2 CB 10. 


’® Regulation 111, Section 29.311-1. 
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“SUBJECT TO A MORTGAGE” 
Part Il 


By FRITZ L. BRAUNFELD 


Mr. Braunfeld, in the sequel to his article of the same title which appeared in the 
May, 1946, issue of TAXES—The Tax Magazine, treats the subject of over- 
encumbered property. The author holds the degrees of Dr. Juris, and J.D., 
University of Chicago. He is a member of the Illinois Bar and is associated 


1/E HAVE INDICATED in a previous 

article > that the rule prescribed by the 
Internal Revenue Code in computing gain 
or loss on the sale or exchange of mort- 
gaged property is as follows: The mort- 
gage liability must be added in the compu- 
tation to the cash or any other consideration 
received by the seller, regardless of whether 
or not the buyer assumes the payment of 
this liability.” We have concluded that this 
is the only method allowed, and that com- 
putations which are based on equities bought 
and sold are excluded from the field of 
federal income taxes. 

It might be objected, however, that in 
the case of over-encumbered property the 
latter method is indispensable if we are to 
obtain correct results. It is true that in 
such a case some difficulties arise; never- 
theless, we can arrive at correct results in 
this situation also, provided we apply the 
qualification already made, that where the 
liability was not assumed, it cannot be taken 
into account in a higher amount than the 
value of the property at the time of the sale. 
Before indicating the reasons therefor, a 
remark must be made about the question 
of depreciation. 


Changes of Value Caused by 


Depreciation 


Regarding the great reluctance of lawyer, 
and layman as well, to depart from the tra- 


1TAXES—THE TAX MAGAZINE, May, 1946, 
p. 424. Again the words ‘‘subject to a mort- 
gage’ and “‘‘liability not assumed’’ will be used 
to indicate that the mortgagor or his grantee 
is under no duty to pay the mortgage. We are 
dealing only with this situation. Where the 
contrary is assumed, namely, that the buyer is 
under a duty to pay, this will be mentioned ex- 
pressly. 

2 See the cited article; supra, section entitled 
“Transfer of a Mere Equity,’’ p. 433; see also 
footnote 15 of that article. 
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ditional computation of equities, and since 
we are dealing with the principles of a com- 
putation, we must not hesitate to start with 
the most fundamental computations in the 
case of depreciation. 

The reason why the Internal Revenue 
Code grants the taxpayer the benefit of de- 
ducting depreciation is that in the produc- 
tion of gross income capital is exhausted; 
quite obviously this exhaustion of capital 
results in the corresponding decrease in 
value of the property and, therefore, in a 
proportionate decrease of the probable price 
which may be obtained on a sale. Of couse, 
even if we neglect the different factors con- 
tributing to the value of a building, the 
decrease in value will hardly ever conform 
exactly to the annual deduction for depre- 
ciation. None of the various methods of 
depreciation can claim to be more than a 
fair approximation of the real facts. The 
commonly used method tor buildings, an 
even depreciation, assumes the same even 
reduction in value and price of the property. 
In setting up an example where every other 
consideration which might have bearing on 
the price is eliminated, we must then assume 
that the price on the sale exactly reflects 
the depreciation taken. Therefore, when the 
property is sold for a price which reflects 
the depreciation only, no gain or loss can 
result aside from such nominal considera- 
tion as may be paid for a nuisance value 
or other special interest of the buyer, etc. 

To translate this into figures, we shall 
assume that property encumbered with a 
mortgage of $100 is transferred at a time 
when its value is $100. The basis of the 
transferee, according to the rule is $100. 
Depreciation of two per cent is taken for five 
years. Then the property is resold for a 
nominal consideration of $1. In the first 
example for this resale below, the owner is 
not personally liable, and the buyer does 
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not become personally liable either; in the 
second example, both seller and buyer are 
personally liable. Therefore, in the first ex- 
ample the seller is relieved from a liability 
not in excess of the depreciated value of 
his property, namely, $90. The seller in 
the second example, however, receives relief 
from his personal liability under the mort- 
gage in the amount of $100. Hence, the 
result is different, as indicated below. 


Example I II 


Cost of property. . .. $100 $100 
Less depreciation a 10 10 


Depreciated value $90 $90 
Sales price ..... 91 101 


$i 


Gain po 5% $1 


Since the gain of the seller who was per- 
sonally liable embraces not only the nominal 
consideration of $1, but also the genuine 
gain of $10 derived from the relief from his 
personal liability, his gain must be higher 
by $10. Where there is no such relief from 
a personal liability, the gain cannot be 
higher than the nominal consideration; in 
other words, gain is only the amount by 
which the value of the property on the sale 
exceeds that on the acquisition. 


Other Changes in Value of Property 


Thus, the Internal Revenue Code elimi- 
nates those changes originating in deprecia- 
tion from the computed gain by the simple 
provision that the depreciated basis is to be 
subtracted from the selling price. Where 
other changes in the value of the property 
occur, but where the liabilities still exceed 
the value of the property, the Internal Reve- 
nue Code affords a different means to reach 
the correct solution. Since we are dealing 
with a somewhat irregular situation, we 
must, before setting up the usual computa- 
tion of gain or loss, investigate every item 
thoroughly. In doing so, we find an ex- 
traordinary condition. 


While the seller is relieved from a liability 
equivalent to the value of the property at 
the time of the sale so that every change 
in the value of the property thereafter has 
no bearing at all on his situation, the case 
is different for the buyer; for him the ques- 
tion of the price is not closed as it is for the 
seller. On the contrary, his problem, as to 
the extent of the liability to which his prop- 
erty is subject, only begins. 


When he buys, his liability does not ex- 
ceed the value of the property at that time; 
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but as soon as the value of the new property 
increases or decreases, the value of his lia- 
bility, namely, to yield the property in case 
of default, changes in the same proportion. 
The transfer of the property frees him from 
a liability which equals the value of the 
property at that instant. 


That the price for the seller deviates from 
the cost to the buyer is certainly an anom- 
aly;* but that the price, and therewith also 
the cost to the buyer (the future seller), 
remains uncertain for a considerable period 
of time, is not without precedent, though an 
exception to the general rule. Such difficulty 
generally appears where, besides the pay- 
ment of a certain sum of money, an addi- 
tional payment or a deduction is stipulated 
on certain conditions. In such cases cost 
and basis become certain in amount only 
when the condition occurs, or when it can 
no longer occur. In some of these situa- 
tions uncertainty may be avoided; where, 
for example, the promise is made to support 
the seller for life, the value of this promise 
may be computed according to existing 
tables, and no suspense is necessary. Where, 
however, the buyer is in no position to ascer- 
tain the value of his liability in the future, 
as in the present situation, such suspense 
cannot be prevented. Since his cost will not 
be known before he sells, the basis may be 
fixed, according to the then value of the 
property at the time. 


This proposition seems shocking at first. 
However, this is not the only situation where 
the basis for determining gain or loss is not 
ascertainable before the property is sold. It 
is provided also in certain other situations 
in the statute, e. g., in the case of sale of 
property acquired by gift after 1920 (Inter- 
nal Revenue Code Section 113(a)(2)), or 
of property acquired before March 1, 1913 
(Internal Revenue Code Section 113(a)(14)). 
Although in those cases the basis is fixed 
by a choice between two figures only, the 
choice in the present situation is anywhere 
between zero and the full amount of the 
mortgage liability. The present situation, 
however, is unique in that the value of the 
liability is determined solely by the value 
of the property, which may change. Hence, 
the result is unique, too: The basis of the 
buyer for computing gain or loss can be 
determined only by hindsight. 


3 This anomaly is caused by future events 
(change of value) which have bearing on the 
buyer’s position but not on that of the seller. 
This causes the difference from the situation 
discussed on p. 428, column 2, of the cited 
article. 

*GCM 11655, CB XII-1, 159, and cases cited 
therein. 
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There is no need here for correcting the 
basis for depreciation, since the fair market 
value of the property at the time it was 
bought is an adequate basis to be used for 
depreciation, and this the more since the 
additional cost does not give rise to an addi- 
tional disbursement by the buyer. 

Again an example should illustrate this; 
we will assume that property was trans- 
ferred subject to a liability of $150, at a 
time when its value was only $100. Cost 





Increase in value 


and basis of the new owner were therefore 
$100. He then resold the property for a 
nominal consideration of $1 when its value 
had increased by thirty per cent (the first 
two computations), or decreased by thirty 
per cent (the next two computations). In 
the second and fourth computations depre- 
ciation of ten per cent is deducted, and is 
reflected in the increased or decreased value. 
The computations are as follows: 





Decrease in value 


by 30% by 30% 
Depreciable Depreciable 
Land Property Land Property 
Seller Receives: 
Nominal consideration ... ee | $ 1 Se .] $ 1 
Relief from the mortgage liability 130 120 70 60 


Total consideration .. $131 


Less (depreciated) basis..... .. $100 
Increase of liability after acquisition 
not in excess of $50 ($150-100)... 30 


Decrease of liability after acquisition 


Gain ae $1 





$121 $ 71 $ 61 


$90 $100 $90 





30 





30 70 30 60 





$1 $1 $1 





The outlined method, then, provides for 
a simple correction so far as the change in 
value is concerned, which as to depreciation 
is made automatically by using the method 
prescribed by the statute. 


An Incorrect Method 


Of course, the computation would be much 
simpler if we assume that the price—and 
consequently the basis—is as high as the 
full amount of the liability. Deducting $150 
from the selling price of $151 leaves the 
correct gain of $1. Nevertheless, this com- 
putation is incorrect because one of the 
premises is false: It is not true that the 
seller can be relieved of a liability which 
is higher than the value of the property he 
transfers, since he is not personally liable. 
When the buyer takes the property “subject” 
to the liability, the relief of the buyer from 
his liability cannot exceed the value of the 
property at the very moment of the transfer, 
and its value thereafter no longer concerns 
the seller. 

Furthermore, to attribute to the seller a 
higher basis than the value of the property 
without mortgage at the time he acquired it, 
would again lead to wrong results. This 
becomes apparent if we assume that the lia- 
bility exceeds the value of the property by 
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as much as two or three times. Such a high 
basis would be quite unrealistic, and the de- 
preciation deduction would yield an unjusti- 
fiable advantage to the owner year by year. 


Another Correct Method 


Having found the rule which comes into 
play in the above computations, we may as 
well take a short cut and express the rule 
as follows: In the case of unencumbered 
property or of property worth more than the 
liabilities, the value is expressed in the sales 
price, and there is no need to inquire into 
the value except under unusual circum- 
stances and where the parties do not deal at 
arm’s length; but where over-encumbered 
property is bought and resold, the purchase 
and sales price consist wholly, or almost 
wholly, in the taking of the property subject 
to the mortgage liability. 

In the latter situation the price used in 
the computation is identical with the value 
of the property, and gain or loss is found 
by computing the difference between the 
prices, which is also the difference between 
the two values. The seller, however, de- 
rives neither gain nor loss if he acquired 
property which was over-encumbered and 
transfers it, while in the same condition, for 
no more than a nominal consideration, re- 
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gardless of whether or not the value of the 
property has increased or decreased between 
the acquisition and the sale. Consequently, 
the difference between the values—which is 
also the difference between the prices— 
must be eliminated, in case of increase inso- 
far as it does not exceed the difference 
between value at the time of the acquisition 
and the mortgage liability, in case of de- 
crease without restriction. Changes in the 
value of the property originating from de- 
preciation being already corrected by using 
the depreciated basis, we have only to make 





Increase in value 


by 30% 


Land 

Seller Receives: 
Nominal consideration 4 
Relief from the mortgage liability 130 
ee)! 
.. $100 


Total consideration 
Less (depreciated) basis 


Gain before correction 


Difference between value of property 
on acquisition and sale, in case of 
increase not in excess of $50 ($150- 
100) 


Gain 


Computation of Selling Price in 
Extraordinary Situations 


One word more about the computation of 
the selling price. Where the consideration 
is merely a nominal amount, it is immedi- 
ately obvious that the buyer may have val- 
ued the property at a much lower amount 
than the face value of the mortgage. Where, 
however, a considerable amount is paid when 
the property is taken subject to the mort- 
gage, one may at first be led to believe that, 
to compute the price, the amount paid must 
be added to the face amount of the mort- 
gage. This, however, is by no means nec- 
essarily so. Where the liability of paying 
the mortgage is not assumed, the calculation 
of the buyer is quite different than if he 
assumes the liability. The assumption of a 
liability and the additional payment of an 
amount are expenditures of real values. 
Where, however, the buyer has restricted 
his liability in the transaction to the value 
of the property, only this value may be 
added to the amount which he has paid. 
The buyer, since he does not assume a 
higher liability than the value of the prop- 
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the correction as to other changes in value. 
After deducting the depreciated basis from 
the sales price (the increased value of the 
property), the resulting gain must be de- 
creased, within the limits outlined, by the 
difference between the value of the property 
at the time of acquisition and of sale. This 
difference is identical with the increase or 
decrease of the liability after acquisition, 
which we have used in the computation 
above, and the following computation is 
therefore only a variation of the former: 





Decrease in value 


by 30% 


Depreciable 
Property 


Depreciable 


Property Land 


$ 1 
120 


$121 
$ 90 


31 (loss) 29 (loss) 


30 30 30 


$1 $1 $1 


erty, may pay even a large amount in addi- 
tion to the present value of the property if 
he expects an increase of value beyond both 
the amount of the mortgage liability and the 
cash payment made by him. Hence, it is 
essential to ascertain the present value of 
the property on the sale 


Thus, if property worth $100 is subject to 
a mortgage of $150, the buyer may pay $10 
if his speculation is that the value will in- 
crease to more than $160. His cost in this 
case is $110. His gain, if he sells for $160, 
is that amount minus $110 or $50; but from 
this amount, $50—the difference between 
$150 and $100—is to be deducted, leaving no 
gain; but every dollar received over $160 
will be genuine gain. 


The Result 


The submitted proposition yields us an 
adequate and realistic basis for depreciation 
and also—by a simple correction of this fig- 
ure—a correct result in computing gain or 


5 Possibly this problem is involved also in the 
situation described in the Crane case; see p. 441 
of the cited article. 
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loss. As to inherited property, the same 
principle applies: The basis is the liability 
subject to which the property is taken, as 
far as it does not exceed the value of the 
property. Therefore, however a transfer is 


made, the computation will not meet with 
difficulties; and we can completely dispense 
with using equities in computing gain or 
loss, even in the peculiar situation of over- 
encumbered property. [The End] 





A decision of unusual interest was 
rendered recently by the St. Louis Court 
of Appeals in State of Oklahoma ex rel. 
Oklahoma Tax Commission v. Rodgers. 
The State of Oklahoma brought suit in 
the Missouri courts for income tax ob- 
ligations incurred by the taxpayers 
while they were residents of Oklahoma 
and prior to their establishing residence 
in Missouri. And because the exact 
question of the right of one state to 
bring suit for collection of its taxes in 
the courts of another state has never 
been decided by the United States Su- 
preme Court, the Missouri court traced 
at some length the history of the recog- 
nition of revenue laws of one state by 
the courts of another. 


The first application of a rule that 
one state will not enforce the revenue 
measures of another was a decision in 
England in 1734. In that case (Boucher 
v. Lawson) gold was taken to England 
from Portugal by ship in violation of 
what was probably a Portuguese reve- 
nue measure prohibiting export of gold. 
When the master of the ship refused to 
deliver the cargo, action was brought 
against the ship-owner, who contended 
that the law should refuse a remedy 
because the gold had been illegally ex- 
ported from Portugal. The defense, 
however, was denied. Likewise, in a 
suit in 1775 in England to recover the 
purchase price of a shipment of tea 
which was to be smuggled into England, 
the court dismissed the contention that 
the seller was not entitled to assistance 
of an English court because illicit use 
was to be made of the tea. The court 
held that since contract and delivery 
had been made outside England, no 
English law had been transgressed. 


Although revenue measures were to 
some extent involved in these and more 
or less similar cases cited, the Missouri 
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RECIPROCAL ENFORCEMENT IN STATE COURTS 


court pointed out that no case involved 
an attempt actually to collect a tax due 
a foreign state. In the first American 
case really touching the taxation point, 
a man sought damages ina New Hamp- 
shire court for imprisonment in Ver- 
mont for nonpayment of a tax assessed 
by a Vermont city. . The defense that 
the New Hampshire court could not 
take jurisdiction inasmuch as the reve- 
nue laws of another state were involved, 
was dismissed. Other state court opin- 
ions have given varying degrees of ef- 
fectiveness to the old rule that revenue 
laws of one state are not enforceable in 
courts of another state; but the Supreme 
Court of the United States has not ap- 
proached the question more closely 
than to rule, in Milwaukee County v. M. 
E. White Company, 1 ustc { 286, 296 
U. S. 268, 56 S. Ct. 229, that a tax judg- 
ment of one state must be given full faith 
and credit in the courts of other states. 


The St. Louis Court of Appeals, ad- 
hering to the White Company case, dis- 
tinguishes penal from revenue laws. 
While enforcement of a state penal law 
in another state could conceivably in- 
terfere with rights of states and in- 
dividuals, these considerations bear little 
weight with relation to revenue measures. 
The North Carolina Supreme Court, in 
J. A. Holshouser Company et al. v. Gold 
Hill Copper Company, 138 N. C. 248, 50 
S. E. 650, in 1905 held that New Jersey 
was entitled to file a franchise tax claim 
against an insolvent corporation doing 
its principal business in North Carolina, 
although the claim was not entitled to 
priority in North Carolina. And the 
Missouri court holds that, as the Okla- 
homa statutes permit collection of a 
state tax like a personal debt in any 
court of competent jurisdiction, Okla- 
homa is entitled to sue for taxes in 
Missouri courts. 
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\ UCH IS ACCOMPLISHABLE, with- 
4 in the purview of the federal tax law, 
by employing tax technique in the prepara- 
tion of wills and trusts. Substantial tax 
savings often can be effectuated through 
carefully prepared directions, entailing a 
meticulous hand-picking of the words which 
are to comprise the final phraseology of the 
testator or grantor. 


In any approach to the drafting of a will 
or trust, the specific provisions of the In- 
ternal Revenue Code, the regulations pro- 
mulgated pursuant thereto, and the pertinent 
adjudications must all be considered. For 
it is in light of the actual requirements of 
the law, as subsequently viewed in the eyes 
of the courts, that trusts and wills must be 
drawn, where the use of a tax technique is 
desired. There can be no more accurate 
guide to the specific directions which should 
be set down, or the terminology to be used 
in these all-important instruments, than the 
law itself. 


WILLS 


This disquisition confines itself to the 
federal tax aspects of wills and trusts. 
Turning first to the question of the last will 
and testament of the taxpayer, we must 
examine the estate tax provisions of the 
Internal Revenue Code.” 


Section 811, captioned “Gross Estate,” ? 
sets forth at length just what shall comprise 
the gross estate of a taxpayer upon his 


1Chapter 3. Subchapter A deals with the 
Basic Estate Tax under the 1926 Revenue Act; 
Subchapter B, entitled ‘‘Additional Estate Tax,”’ 
is based upon the rates established under the 
1932 Revenue Act and begins with Section 935 
of the Code, 


2 As amended by paragraphs 402, 403, 404 of 
the 1942 Revenue Act. 
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death. Section 812* makes reference to the 
gross estate of the decedent as referred to 
under Section 811, and then provides that 
certain deductions from the value of the 
gross estate shall be made in order to arrive 
at the taxable value of the decedent’s “net 
estate.” 


It is within the scope of these allow- 
able statutory deductions that the first 
opportunity for employing tax technique in 
the drafting of a will presents itself. There 
appears the provision that in determining 
the net taxable estate of a decedent, there 
may be deducted such amounts as are “rea- 
sonably and actually expended for the sup- 
port during the settlement of the estate of 
those dependent upon the decedent,” and 
“as are allowed by the laws of the juris- 
diction, whether within or without the 
United States, under which the estate is 
being administered.” * 


Observing the above language, and recog- 
nizing that the burden rests upon the tax- 
payer to substantiate the sums which were 
reasonably required and actually expended 
for support of dependents during the course 
of the administration of the estate, the ad- 
ministrator or executor might facilitate his 
difficulty. This is achievable by having the 
testator clearly express what sums he be- 
lieves should be set aside and used for the 
statutory purposes during the estate admin- 
istration. It is within the province of the 
testator to recognize the financial require- 
ments of his family, giving due regard to 
their respective stations in life. Opportunity 
is afforded him to provide liberally for their 


3 As amended by Pub, No. 18, March 17, 1941; 
paragraphs 403, 405, 406, 407, 408, 409 of the 
1942 Revenue Act. 


* Section 812 (b) (5) of Code. 
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PREPARATION OF WILLS AND TRUSTS 


needs; and where the sums thus expended 
are reasonable, they are deductible from the 
decedent’s gross estate. 


The deductions for dependency support 
requirements during the estate administra- 
tion, under the federal law, are limited to 
those amounts permitted as deductions 
under the inheritance tax statutes of the 
commonwealth of which the decedent dies 
domiciled. This being so, in setting down 
his expressions respecting these outlays, the 
testator should take full cognizance of the 
law of his own state.® 


Charitable Bequests 


In computing the net taxable estate, those 
sums which comprise bequests for exclu- 
sively charitable, scientific, educational and 
like purposes, are specifically exempt. The 
pertinent provision of the Internal Revenue 
Code® sets forth: 


“Transfers for Public, Charitable, and 
Religious Uses——The amount of all be- 
quests, legacies, devises, or transfers, (in- 
cluding the interest which falls into any 
such bequest, legacy, devise, or transfer as 
a result of an irrevocable disclaimer of a 
bequest, legacy, devise, transfer, or power, 
if the disclaimer is made prior to the date 
prescribed for the filing of the estate tax 
return or, in the case of a decedent dying 
on or before October 21, 1942, if the dis- 
claimer is made prior to September 1, 1944) 
to or for the use of the United States, any 
State, Territory, any political subdivision 
thereof, or the District of Columbia, for 
exclusively public purposes, or to or for the 
use of any corporation organized and oper- 
ated exclusively for religious, charitable, 
scientific, literary, or educational purposes, 
including the encouragement of art and the 
prevention of cruelty to children or animals, 
no part of the net earnings of which inures 
to the benefit of any private stockholder or 





5 See Riggs v. Del Drago, 317 U. S. 95 [42-2 
ustc § 10,217]; Section 812 (b) (5) of Code. 
® Section 812 (d). 
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individual, and no substantial part of the 
activities of which is carrying on propa- 
ganda, or otherwise attempting to influence 
legislation, or to a trustee or trustees, or a 
fraternal society, order, or association oper- 
ating under the lodge system. .. .” 


There is much opportunity for employing 
tax technique in a will where the testator is 
desirous of bequeathing or devising property 
for the public purposes above enumerated. 
As a practical matter, it is quite possible 
for a man of substantial holdings to make 
adequate provision for his wife and children, 
or other dependents, and also to provide for 
charitable, scientific, educational and similar 
endowments, simultaneously obtaining cer- 
tain tax benefits. Essentially, this can be 
accomplished through the creation of life 
estates or other fixed period trusts for the 
benefit of the testator’s dependents, with 
the remainder of the estate devolving to the 
exempt beneficiary. Such portion of the 
estate as actually passes to the charity or 
other exempt recipient, may be excluded in 
the ascertaining of the decedent’s net tax- 
able estate.” 


Another Technique 


In the use of comprehensive tax phrase- 
ology, it is likewise possible to create a 
testamentary trust for a dependent and to 
authorize the trustee to distribute to such 
dependent not only the income accruing to 
the trust, but portions of the principal as 
well. Where, under such a will, the sums 
which are not so expended or distributed 
to the primary beneficiary, devolve to char- 
ity or one of the other exempt recipients 
under the law, an exemption from the net 
taxable estate can be obtained for the full 
sums distributed to the tax-exempt designee. 
The tax technique exists. The important 
aspect to observe is that the charitable be- 
quest, whether immediate or deferred, be 


™See Harrison v. Northern Trust Company, 
317 U. S. 476, 63 S. Ct. 361 [43-1 ustc f 10,004]. 
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certain and ascertainable, if the deduction 
is to be enjoyed.® 

Where a testator created a life estate 
through a will, in favor of his wife, simul- 
taneously extending to her the right to use 
any additional sum from the principal of 
the estate which might be necessary to 
maintain her “in as much comfort as she 
now enjoys,” it was held that the remainder 
over to charity was exempt from inclusion 
in the decedent’s taxable estate.° 

It must be noted that where only a por- 
tion of the property which is bequeathed or 
devised to an exempt recipient is ascertain- 
able, the exemption extends only to that 
much of the value of the testator’s estate as 
is so ascertainable.” 

Within the purview of the purposes for 
which the property may be disposed, through 
a last will, and yet be exempt, there exists 
much liberality. There is the situation, for 
example, where a testator bequeathed the 
sum of $100,000 to the Carnegie Institute of 
Technology, to establish scholarships for 
physically sound high school graduates 
needing assistance, with the provision that 
recipients of the benevolences possess the 
name of “Gulentz,” the name of the testator. 
The will further provided that in deciding 
upon the beneficiaries, a preference be shown 
to the decedent’s relatives. Notwithstanding 
the narrowness of the group of potential 
recipients, the court held that the sums com- 
prising the bequest for the tuition scholar- 
ships .were exempt in ascertaining. the 
decedent’s net taxable estate.” 


Property Previously Taxed 


The law specifically provides that, under 
certain circumstances, property which was 


8 See Wells Fargo Bank & Union Trust Com- 
pany, Exr. v. Commissioner, CCA-9, 145 F. (2d) 
130 and 132 [44-2 ustc { 10,148]; Commissioner 


v. Estate of Robertson, 141 F. (2d) 855 [44-1 
ustc § 10,111]; Commissioner v. Bank of Amer- 
ica National Trust €& Savings Association, 
CCA-9, 133 F. (2d) 753 [43-1 ustc { 9382]. 

%Ithaca Trust Company v. U. S., 279 U. S. 
151 [1 ustc 7 386]. A life estate to wife with 
right to use any additional sum from principal 
which might be necessary to maintain her ‘“‘in 
as much comfort as she now enijovs.”’ with re- 
mainder to charity, permitted charitable ad- 
measurement and deduction. 

1 Merchants National Bank of Boston v. Com- 
missioner, 320 U. S, 256, 64 S. Ct. 108 [43-2 
ustc § 9630]. Norris, et al., Exrs. v. Commts- 
sioner, CCA-7, 134 F. (2d) 796 [43-1 ustc 
{ 10,031]. Life estate to wife, remainder to 
charity, with right of trustee to invade corpus 
“at any time’’ for wife for her ‘‘maintenance 
and happiness,’’ with direction that trustee ex- 
ercise this discretion with liberality. Held— 
charitable remainder not ascertainable, and not 
deductible. 

1 Commonwealth Trust Company v. Granger, 
DC Pa., No. 3118 Civil Action [43-2 ustc § 10,056]. 
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previously taxed shall be excludible in com- 
puting the taxable value of the net estate of 
the decedent.” 


The significant portion of the Code reads 
as follows: 


“Property Previously Taxed.—An amount 
equal to the value of any property (1) form- 
ing a part of the gross estate situated in 
the United States of any person who died 
within five years prior to the death of the 
decedent, or (2) transferred to the decedent 
by gift within five years prior to his death, 
where such property can be identified as 
having been received by the decedent from 
the donor by gift, or from such prior dece- 
dent by gift, bequest, devise, or inheritance, 
or which can be identified as having been 
acquired in exchange for property so re- 
ceived. Property includible in the gross 
estate of the prior decedent under section 
811(f) and property included in total gifts 
of the donor under section 1000(c) received 
by the decedent described in this subsection 
shall, for the purposes of this subsection, be 
considered a bequest of such prior decedent 
or gift of such donor. This deduction shall 
be allowed only where a gift tax imposed 
under Chapter 4, or under Title III of the 
Revenue Act of 1932, 47 Statutes 245, or an 
estate tax imposed under this chapter or 
any prior Act of Congress, was finally deter- 
mined and paid by or on behalf of such 
donor, or the estate of such prior decedent, 
as the case may be, and only in the amount 
finally determined as the value of such 
property in determining the value of the 
gift, or the gross estate of such prior dece- 
dent, and only to the extent that the value 
of such property is included in the decedent’s 
gross estate, and only if in determining the 
value of the net estate of the prior decedent 
no deduction was allowable under this sub- 
section, section 861(a)(2), or the corre- 
sponding provisions of any prior Act of 
Congress, in respect of the property or 
property given in exchange thereof.” 


In order to obtain the benefit of the ex- 
emption on previously taxed property, it is 
essential that the executor or administrator 
of the decedent’s estate clearly identify the 
property which was previously taxed.¥ The 
burden, with respect to undisputed identifi- 
cation of previously taxed property, can be 
greatly eased by the testator’s setting forth 
himself, in a fully described manner, that 
property which was previously taxed. The 


12 Section 812 (c) of Code. 

133 Wulfelsuhler, et al., Exrs. v. U. 8S., DC Kas. 
[44-2 ustc { 10,138]. Wiggin, et al., Exrs. v. 
Hassett, DC Mass., Civil Action No. 1604 [44-2 
ustc § 10,127]. 
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same procedure is equally advisable where 
property passing through the decedent’s 
estate was received by him at an earlier 
date in exchange for property which was 
previously taxed. 


Where the identity of the previously taxed 
property is clearly established, a gross re- 
duction can be obtained, in an amount 
equivalent to the value of the property as it 
stood in the gross estate of the prior dece- 
dent.” 


Executor Tax Powers 


Many controversial situations arise re- 
specting amounts of federal estate taxes due 
upon transfers of property at death. The 
Treasury Department may take one position, 
and the executor of the estate another. Not 
infrequently advantageous opportunities pre- 
sent themselves for executors to compro- 
mise the amount of estate taxes demanded. 
All too often, however, the will of the testa- 
tor is couched in such inflexible language 
that the executor is rendered incapable of 
effectuating a favorable tax settlement. 


A very definite tax technique in the draft- 
ing of wills is the empowering ot the execu- 
tor to compromise taxes wherever such action 
would be in the best interests of the estate 
and the beneficiaries concerned thereunder. 
Without this authority, invariably it becomes 
necessary to petition the appropriate court 
for instructions with respect to the proce- 
dure to be pursued. This results in unnecessary 
delays and costs, as well as a jeopardizing of 
the same favorable settlement opportunities. 


Exoneration from Taxes 


Where a decedent is possessive of diver- 
sified holdings, in many situations it is ad- 
visable and prudent that he exonerate certain 
of the assets from all or a portion of the 
federal estate taxes which the executor ordi- 
narily might seek to attribute to them. In 
this manner it is possible to preserve intact 
a very profitable income-producing asset, 
which might otherwise be liquidated at great 
financial sacrifice. A particularized direction 
in a will, respecting exoneration of this type 
of holding from federal taxes, might very 
possibly result in substantial savings to the 
decedent’s estate. 





-™4 Commissioner v. Garland, 136 F. (2d) 82, 
CCA-1 [43-1 ustc § 10,041]. Hstate of Ransbot- 
tom v. Commissioner, 148 F. (2d) 280, CCA-6 
[45-1 ustc 7 10,191]. For conditions and limita- 
tions respecting the value of transfers previ- 
ously taxed, see Estate Tax Regulation 105, 
Section 81.41. 
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Life Estates 


Assume that a substantial taxpayer con- 
siders as the natural objects of his bounty, 
his wife, their only son, and his son’s chil- 
dren. If, under such circumstances, he exe- 
cutes a will, leaving everything to his wife, 
and she should die more than five years after 
his death occurs, the property will be sub- 
jected to a double tax. First, it will have 
been taxed when it passed from the testator 
to his wife, and it will be taxable again when 
it devolves from her to their son. If, upon 
the mother’s death, all of the property is left 
to the son, should he then die more than five 
years after his mother, the same property 
might again be subjected to federal estate 
taxes. Thus, a triple tax on the same prop- 
erty might needlessly result. 


The double, or possibly triple, tax can be 
avoided through the introduction of that tax 
technique known as a life estate, or life 
estates. Where the intention of the testator 
is clear,” with the aid of this mechanism, 
the testator can leave his property so that his 
wife can enjoy it for the rest of her natural 
life, simultaneously permitting it to devolve 
to their son, without federal estate taxes 
being required at the time of the mother’s 
death. Should the testator’s child not have 
a long life expectancy, where the estate is 
sufficiently large, consideration might be 
given by the original testator to the creating 
of two successive life estates—the first for 
the mother, and the second for the son. 
Thereafter, the principal of the estate could 
devolve outright to the son’s children. In 
this manner both the mother and the son 
can be provided for adequately during their 
natural lives, with no estate tax required on 
the property originally having been trans- 
ferred by the father, either upon the subse- 
quent death of the mother or upon the even 
later death of the son. 


Estates for Less than Life 


Situations exist in which it might prove 
inexpedient for the testator to create a life 
estate for his wife. It may he, for example, 
that he has a son, now age twenty, whom 
he feels within ten years will be capable of 
providing adequately for himself. Or, alter- 
natively, the testator might conclude that 
while the property which he leaves at the 
time of his death might be sufficient to pro- 
vide an income to his wife for a number of 
years (with possible periodic invasions of the 
corpus), at the expiration of that time she 
might require the entire principal. 





1 Commissioner UV. Estate of Childs, 147 F. 
(2d) 368, CCA-3 [45-1 ustc § 10,171]. 
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Under either of the above circumstances, 
the testator might wish to create a trust for 
his wife for a fixed period, let us say, ten 
years. It is to be observed immediately that 
by doing this, several results can be accom- 
plished. First, if the testator’s wife were to 
die any time before the expiration of the 
ten-year period, the property would not be 
taxable again for federal estate tax pur- 
poses. This would be true in spite of the 
fact that she may have died more than five 
years after his death, because the property 
had not passed to her outright. Again, 
if the testator’s wife died during the ten- 
year period, the property could devolve, by 
way of a second life estate or as an absolute 
devise, to the son. Finally, if the testator’s 
wife survived her husband by a period of ten 
years, the entire property might go to her 
absolutely and in fee at a time when she 
needed the principal and when the require- 
ment for continuing to provide for the son 
no longer existed. 


Powers of Appointment 


While life estates and estates for less than 
life permit the effectuating of substantial tax 
savings, there exists even a more favorable 
tax technique for embodiment in wills and 
trusts. Reference is had to powers of ap- 
pointment. To appreciate fully the opportu- 
nities afforded by the sections of the Code 
dealing with these powers,” we must first dis- 
tinguish between general and special powers.” 

Under a general power of appointment, a 
testator, in his last will and testament, may 
grant to another, for his life, the right to 
use and enjoy the income from all of the 
property which devolves. He may further 
extend to such beneficiary ™ the authority 
or power to appoint and designate such per- 
son or persons as he may select to receive 
all of the property of the donor of the power 
which may be remaining at the time of his 
(the donee’s) death. In making this selec- 
tion, his powers are unlimited. Thus, if, as 
donee of the power, he decides to leave the 
original decedent’s property to persons who 
are complete strangers to both him and the 


16 Section 811 (f) (1) and 811 (f) (2) (A) and 
(B) of Code. Special powers of appointment 
are exercised in a very small minority of wills 
in spite of the tremendous benefits they are 
capable of achieving. 


17 Clauson v. Vaughn, CCA-1, 147 F, (2d) 84 
[45-1 ustc § 10,170]. Eldredge et al. Ezrs. v. 
Rothensies DC Pa., 57 Fed. Supp. 474 [44-2 ustc 
1 10,144]. 


% The donee of the power of appointment is 
not limited to a beneficiary. As donor of the 
power, the testator may choose a person or per- 
sons having no interest whatsoever under his 
will. 
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first decedent, he may do so. Under these 
circumstances, because of the latitude pos- 
sessed by the donee of the power, the prop- 
erty becomes part of his gross taxable estate 
upon the occurrence of his death. 


Special Powers of Appointment 


A testator may wish to provide a life in- 
come for the particular beneficiary or bene- 
ficiaries, simultaneously directing that the 
remainder of the estate shall devolve to any 
one of a number of persons within a re- 
stricted group. In creating the power of 
appointment he confines the donee of the 
power to a limited class of individuals 
(within close degree of relationship). In 
this manner, the testator (donor of the power) 
may have his property enjoyed by the inter- 
mediate beneficiaries and, upon their death, 
have it pass to a considerable number of 
persons, without any federal estate tax re- 
quired. So long as the power to appoint is 
restricted to persons whom the law itself 
provides may be named, the property may 
devolve to the ultimate recipients without 
the requirement of a second tax.”. The 
statute does not enumerate specifically the 
special classes. Rather, it excepts: those 
who do not fall within the term of “power 
of appointment,” used under the Code,” as 
a basis for property inclusion with respect 
to the decedent’s gross estate. The law 
states: 


“(2) Definition of power of appoint- 
ment.—For the purposes of this subsection 
the term ‘power of appointment’ means 
any power to appoint exercisable by the 
decedent either alone or in conjunction 
with any person, except 


“(A) a power to appoint within a class 
which does not include any others than 
the spouse of the decedent, spouse of 
the creator of the power, descendants 
of the decedent or his spouse, descend- 
ants (other than the decedent) of the 
creator of the power of his spouse, 
spouses of such descendants, donees de- 
scribed in section 812 (d), and donees 
described in section 861 (a) (3). As 
used in this subparagraph, the term ‘de- 
scendant’ includes adopted and illegiti- 
mate descendants, and the term ‘spouse’ 
includes former spouse; and 


19 Section 811 (f) (2), Internal Revenue Code. 


22> Section 811 (f) (1) of Code. The statute 
first sets forth general language respecting 
Powers of Appointment. Then it defines this 
term, and enunciates certain exceptions, It is 
to these exceptions that the draftsman must 
pay heed in creating special powers. 
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“(B) a power to appoint within a re- 
stricted class if the decedent did not 
receive any beneficial interest, vested or 
contingent, in the property from the 
creator of the power or thereafter ac- 
quire any such interest, and if the power 
is not exercisable to any extent for the 
benefit of the decedent, his estate, his 
creditors, or the creditors of his estate. 


“If a power to appoint is exercised by 
creating another power to appoint, such first 
power shall not be considered excepted 
under subparagraph (A) or (B) from the 
definition of power of appointment to the 
extent of the value of the property subject 
to such second power to appoint. For the 
purposes of the preceding sentence the 
value of the property subject to such 
second power to appoint shall be its value 
unreduced by any precedent or subsequent 
interest not subject to such power to 
appoint.” 


The references to Sections 812(d) and 
861(a)(3) appearing in the above quotation 
concern transfers for exclusively public pur- 
poses to charitable, scientific, religious and 
like recipients. They possess no unusual 
significance. 


An analysis of the technical language, as 
cited, narrows down to this. Without having 
any of the property over which he has a 
power of disposition held as includible in 
his gross estate at the time of his death, a 
donee of a power may direct that the prop- 
erty devolve to any of the following persons: 
. Spouse of decedent. 

Spouse of creator of power. 

. Descendants of decedent. 
Descendants of decedent’s spouse. 
. Descendants of creator of power. 
. Spouses of such descendants. 

. Charitable and like recipients. 


The most pronounced advantage of em- 
ploying the special power of appointment as 
against the life or fixed term estate, is to 
enable the testator to project current think- 
ing to a time subsequent to his death. Where 
the special power of appointment is not used, 
and where, at the time of making his will, 
a testator directs that his entire property 
be left to provide an income to his wife for 
life and upon her death be equally divided 
among their four children, he inflexibly 
binds the executor to do just that. If he 
dies in 1950, and his wife lives to 1965, the 
terms of the will left in 1950 are, neverthe- 
less, conclusively binding. Where a will 
provides a special power of appointment, on 
the other hand, the testator places the donee 
of the power in a position to make a will 
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some time after his death. This latter will 
can dispose of the testator’s property in a 
manner which meets the existing conditions 
and circumstances. Should the donee of the 
power live for a number of years after the 
prior decedent, the disposition of the prop- 
erty can be performed much more intelli- 
gently. Not only may substantial tax savings 
be made in this manner, but the original 
objectives of the testator are likely to be 
effectuated more practicably, prudently and 
equitably. 


Flexible Income Distribution 
Provisions 


Wherever a trust is established through a 
last will and testament in the knowledge that 
its provisions will not become operative 
until after the death of the testator, it is im- 
portant that the income distribution provi- 
sions be flexible. There is no way of 
ascertaining exactly how much income a 
particular beneficiary will require under cir- 
cumstances and conditions yet to occur. 


While flexibility is extremely important, 
consideration must be given also to the man- 
ner in which estates and trusts are taxed 
under the law.” 


In arriving at the net income™ of the 
estate or trust, computation is made in the 
same manner and on the same basis as in 
the case of individuals, except that deduc- 
tions shall be allowed for contributions of 
any part of the gross income, without limi- 
tation, which are made exclusively for chari- 
table, religious, scientific and like purposes, 
pursuant to the terms of the will or deed 
creating the trust. This is in lieu of the 
deduction for charitable contributions per- 
mitted under Section 23(0) of the Code.” 


A further deduction is permitted in com- 
puting the net income of the estate or trust 
in the amount of the income for the taxable 
year, which is distributed currently to bene- 
ficiaries. The amount so deductible, how- 
ever, is includible in the income of the re- 
cipients, whether or not it is actually dis- 
tributed to them.” 

The term, “income which is to be distrib- 
uted currently,” as used in the law, includes 
income for the taxable year of the estate or 
trusts which within the taxable year becomes 
payable to the legatee, heir or beneficiary. 





21 See Section 161 of Code. 

22See Section 162 of Code (as amended by 
Sections 111. 161 of the 1942 Act). 

23 See Section 162 (a) of Code. The charitable 
and like contributions are deductible where 
they are actually paid or permanently set aside 
for the exempt purposes. 

24 See Section 162 (b) of Code. 
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Under the foregoing provisions, where a 
testator anticipates that a trust which he 
creates in his will might produce income much 
in excess of the requirements of the natural 
object or objects of his bounty, he may direct 
specifically that such excess devolve to 
a charitable or other exempt recipient. In 
this manner, charitable desires can be ful- 
filled by using those sums which would 
otherwise be taxed in the highest surtax 
brackets. 


Particular attention should be paid to the 
phrase, “income which is to be distributed 
currently,” where dealing with beneficiaries 
of the trust. Insofar as it is possible to antic- 
ipate the income-producing picture, consid- 
eration should be given to this aspect in the 
thought of effectuating a minimization of the 
respective income tax payments which will 
be subsequently required. 


Whatever the thoughts of the testator may 
be, strict adherence should be observed to 
the various pertinent provisions of the con- 
trolling law.” 


Life Insurance Considerations 


With the enactment of the 1942 Revenue 
Act, ™ in computing the decedent’s gross 
taxable estate, the life insurance exemption 
theretofore enjoyed was abolished. It is now 
basically established, among other provi- 
sions,” that proceeds of life insurance are 
includible in a decedent’s gross estate to the 
extent of the amount receivable by named 
beneficiaries under the policies in which the 
decedent possessed an incident of owner- 
ship, exercisable by him alone or in con- 


junction with another, at the time of his 
death.* This being so, it is inadvisable for 
a testator to make specific reference in his 
last will and testament to policies carried on 
his life where he neither paid any of the pre- 
miums directly or indirectly nor possessed 
any of the incidents of ownership in the con- 
tracts concerned. 


Since many applications for insurance 
made after the enactment of the 1942 Reve- 
nue Act will unquestionably be subjected to 
close analysis by the Treasury Department, 
it is pointless for a testator needlessly to 
invite challenge with respect to the incident 
of ownership aspect of insurance carried on 
his life. Tax technique in this connection, 


2% See Sections 161, 162, 163, 164 of Code. 

% October 21, 1942. 

21 See Section 404 of the 1942 Act (amending 
Section 811 (g) of the Code). 

28 Section 811 (g) (2) of Code. A second basis 
for inclusion of the proceeds in the insured’s 
gross taxable estate at death is the payment 
of the premiums directly or indirectly by him. 
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therefore, demands the omission of language 
which often is specifically set forth in wills 
by the testator-insured. 


Another consideration where life insur- 
ance is involved deals with the limitation of 
the tax liability of life insurance beneficia- 
ries.” Where it is the desire of the testator- 
insured to have the named _ beneficiaries 
under the policies on his life receive the 
proceeds free from an undue estate tax bur- 
den, he should specifically set down his de- 
sires in this regard in his testament. 


The 1942 Revenue Act™ contains the fol- 
lowing language: 


“Liability of Life Insurance Beneficia- 
ries.—Unless the decedent directs other- 
wise in his will, if any part of the gross 
estate upon which tax has been paid con- 
sists of proceeds of policies of insurance 
upon the life of the decedent receivable 
by a beneficiary other than the executor, 
the executor shall be entitled to recover 
from such beneficiary such portion of the 
total tax paid as the proceeds of such poli- 
cies bear to the sum of the net estate and 
the amount of the exemption allowed in 
computing the net estate, determined under 
section 935(c). If there is more than one 
such beneficiary the executor shall be en- 
titled to recover from such beneficiaries 
in the same ratio.” 


Application of the foregoing law imme- 
diately reveals that, under certain circum- 
stances, were a testator to leave a very 
substantial general estate and a small amount 
of insurance, the insurance beneficiaries might 
be compelled inequitably to release a sub- 
stantial portion of the proceeds to which 
they would otherwise be entitled. On the 
other hand, in some cases it might prove 
inadvisable specifically to deprive the exec- 
utor of the right to recover a certain portion 
of the total taxes paid from the proceeds 
received by the named beneficiaries. Neces- 
sarily, each situation demands disposition 
on the facts which it individually presents. 


TRUSTS 


Generally speaking, a number of the same 
basic tax techniques employed in the draft- 
ing of wills apply with equal emphasis to 
the preparation of trusts. In the final analy- 
sis, it is a matter of resorting to the law, 
and taking full advantage of the opportuni- 
ties afforded by it. 


2 Section 404 (c) (amending Section 826 (c) 
of Code). 


Td. 
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Multiple Trusts 


One of the most expeditious vehicles to 
accomplish income tax savings and simul- 
taneously provide for those persons close to 
the taxpayer is the multiple trust plan. 


Assume, for example, that a taxpayer with 
substantial property holdings earns $50,000 
a year and enjoys the income of another 
$50,000 from his various investments. On 
the second $50,000, under the 1945 tax rates, 
he encounters a tax of approximately $42,000. 
If he gives all his investments to his wife, 
and thereafter she receives in income there- 
from, by virtue of the equal division of the 
total $100,000 income, she will pay approxi- 
mately $14,000 less in taxes than were re- 
quired from her husband on the same $50,000. 


If, instead of confining the gift of the 
investments to his wife, the taxpayer created, 
let us say, five equal trusts for his five chil- 
dren, these trusts would have an income tax 
burden of approximately $15,000, thereby 
making the over-all saving on the $50,000 in- 
come in excess of $27,000 a year. 


Watching Basic Characteristics 


Taxpayers are becoming more and more 
conscious of the fact that where they are 
desirous of effectuating income tax savings, 
they must strip themselves of every prac- 
tical vestige of ownership in the property 
which produces the income. They cannot 
discharge themselves from the individual re- 
sponsibility of admitting that they received 
the benefit of the apples when they insist 
upon retaining the tree that bears the fruit. 
Within the purview of the trust indenture, 
may exist wide latitude with respect to the 
erantor’s prerogatives in making the trust a 
better one for the particular beneficiary con- 
cerned. The grantor may trim and spray 
the tree to aid its productiveness. But he 
must cling to its trunk in such manner or 
with some degree of control as to make it 
appear that, for all practical purposes, it is 
still considered his property. The law must 
be strictly observed. 


Revocability of Trusts 


Those aspects with regard to the revoca- 
bility of trusts must be watched.” That por- 
tion of the Code dealing with revocable 
trusts provides: 


“Where at any time the power to revest 
in the grantor title to any part of the corpus 
of the trust is vested— 





31 Commissioner v. Estate of Douglas, CCA-3, 
143 F. (2d) 961 [44-2 ustc J 10,131]. 
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“1. in the grantor, either alone or in con- 
junction with any person not having a sub- 
stantial adverse interest in the disposition of 
such part of the corpus or the income there- 
from, or 


“2. In any person not having a substantial 
adverse interest in the disposition of such 
part of the corpus or the income therefrom, 
then the income of such part of the trust 
shall be included in computing the net in- 
come of the grantor.” ® 


The language cited makes it clear that 
where the corpus is regainable by the grantor, 
the income is chargeable to him. Careful 
drafting of trusts, therefore, requires that, 
for income tax saving purposes, the revoca- 
bility feature be fully considered. 


Powers to Alter and Amend 


Sufficient flexibility for future changes can 
be set forth, and powers reserving the right 
to alter and amend can be contained in the 
indenture. It is important, however, that 
the language be couched in a manner to pre- 
vent these reservations from being con- 
strued to comprise “attributes of owner- 
ship.” * Such an interpretation can result 
in the property’s being held includible in the 
grantor’s gross taxable estate at death. 


Extensive Grantor Control 


Where the grantor reserves to himself a 
substantial degree of control over the trust, 
directly or indirectly, he invites the chal- 
lenge of having the income held chargeable 
to him. It is generally inadvisable, for ex- 
ample, for the grantor to act as the sole 
trustee or as one of two trustees; to have 
unlimited powers with respect to invest- 
ments; to have unrestricted freedom regard- 
ing the division among the various benefi- 
ciaries. He must carefully avoid endeavors 
at having the trust serve as a divorced, yet 
controlled, source of individual income. In 
this regard, Section 167 of the Internal Reve- 
nue Code is an important one. Under this 
section, which is captioned, “Income for 
Benefit of Grantor,” the following appears: 


“(a) Where any part of the income of a 
trust— 


“(1) is, or in the discretion of the grantor 
or of any person not having a substantial 
adverse interest in the disposition of such 
part of the income may be, held or accumulated 
for future distribution to the grantor; or 





82 Section 166 of Code. 


83 Union Trust Company of Pittsburgh, Admr. 
v. Driscoll, 138 F. (2d) 152 [43-2 ustc f 10,065]; 
certiorari denied, 321 U. S. 764. 
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““(2) may, in the discretion of the grantor 
or of any person not having a substantial 
adverse interest in the disposition of such 
part of the-income, be distributed to the 
grantor; or 


“(3) is, or in the discretion of the grantor 
or of any person not having a substantial 
adverse interest in the disposition of such 
part of the income may be, applied to the 
payment of premiums upon policies of insur- 
ance on the life of the grantor (except poli- 
cies of insurance irrevocably payable for the 
purposes and in the manner specified in sec- 
tion 23(0), relating to the so-called ‘chari- 
table contribution’ deduction); 


then such part of the income of the trust 
shall be included in computing the net in- 
come of the grantor. 


“(b) As used in this section, the term ‘in 
the discretion of the grantor’ means ‘in the 
discretion of the grantor, either alone or in 
conjunction with any person not having a 
substantial adverse interest in the disposi- 
tion of the part of the income in question’.” 


The foregoing language does not mean 
that a trust must necessarily deprive a grantor 
from all the benefits thereunder. There is 
nothing to preclude a beneficiary, possessive 
of an adverse interest, from conferring bene- 
fits upon the grantor where such beneficiary 
does so of his own volition. Nor is there 
anything to prevent a beneficiary with an 
adverse interest from voluntarily applying 
for insurance on the life of the grantor. As 
a matter of proper tax planning, the trust 
indenture might very well encompass phraseol- 
ogy which would permit the beneficiary to 
insure the grantor, where has has an insur- 
able interest in his life and where such pro- 
cedure is deemed advantageous. Where, for 
example, the grantor creates the trust for 
his son, and the grantor’s estate is not pos- 
sessive of sufficient liquidity to meet the 
mandatory costs of death, insurance might 
be considered. If the son is the major or 
sole legatee and devisee under his father’s 
will, funds used from the son’s trust might 
be wisely expended for insurance purchases 
on the life of the father. 


Liberality respecting the trustee’s rights 
regarding investments, inclusive of insurance 
purchases on the grantor’s life, is not objec- 
tionable in itself. What must be avoided is 
the retention of economic control. Where it 
is sought to effect tax savings, the kind of 
pattern not to follow is that of the Clifford 


4% Commissioner v. George B, Clifford, Jr., 
60 S. Ct. 544 [40-1 ustc § 9265]. 
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Here, the grantor created a five-year trust 
for his wife, naming himself as trustee with 
broad discretionary powers. The income 
was to be paid to Mrs. Clifford during the 
term of the trust, but the corpus was to be 
returned to Mr. Clifford upon the termina- 
tion of the trust. The income was held 
chargeable to the grantor. 


An even more aggravated situation re- 
sulted in Richardson v. Commissioner.» The 
court first held that the trust indenture exe- 
cuted by the grantor in conferring a power 
of cancellation upon him had the effect of 
making the income accruing under the trust 
taxable to him. And yet, notwithstanding 
the fact that the petitioner was held charge- 
able with the income produced by the cor- 
pus, which was the subject matter of the 
gifts, it was held in a subsequent case,” by 
the Second Circuit, that the accumulations 
of the income during prior years set aside 
for the beneficiaries, constituted completed 
gifts, and were taxable as such. 


Support and Maintenance Provisions 


Prior to the enactment of the 1943 Reve- 
nue Act, it was held that where a trust pro- 
vided for income expended for purposes for 
which the grantor was already legally obli- 
gated, the income of the trust would be, 
nevertheless, held chargeable to the grantor.” 
The courts so held whether or not the in- 
come was actually used to discharge the 
legal obligations of the grantor. 


By virtue of the change made in the 1943 
Revenue Act,® only so much of the income 
under the trust as is actually applied or dis- 
tributed for the purpose of discharging the 
legal obligations of the grantor, is held tax- 
able to him. The new section™ states: 


“Tncome of a trust shall not be considered 
taxable to the grantor under this subsection 
(a) or any other provision of this chapter 
merely because such income, in the discre- 
tion of another person, the trustee, or the 
grantor acting as trustee or co-trustee, may 
be applied or distributed for the support or 
maintenance of a beneficiary whom the grantor 


3 121 F, (2d) 1 [41-2 ustc f 9592]. 

% Richardson v. Commissioner, 151 F. (2d) 
102 [45-2 ustc § 10,225] (decided August 17, 1945). 

3 Douglas v. Willcutts, 296 U. S. 1 [36-1 ustc 
§ 9002]. Helvering v. Stuart, 317 U. S. 154 
[42-2 ustc § 9750]. (Section 167 (c) of Code). 

38 Section 134 (a) of the 1943 Act, (adding new 
Section 167 (c) to Code). This aspect of a 
trust for minor dependents should be most ex- 
haustively considered in light of all the facts, 
circumstances and probabilities at the time the 
trust is created. 


39 Section 167 (c) of Code. 
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is legally obligated to support or maintain, 
except to the extent that such income is so 
applied or distributed. In cases where the 
amounts so applied or distributed are paid 
out of corpus or out of other than income 
for the taxable year, such amounts shall be 
considered paid out of income to the extent 
of the income of the trust for such taxable 
year which is not paid, credited, or to be 
distributed under section 162 and which is 
not otherwise taxable to the grantor.” 


Paying particular attention to the lan- 
guage of the law, as amended, careful 
draftsmanship demands that rigid directions 
to the trustee to expend sums for support, 
maintenance, emergency requirements, etc., 
be avoided. The grantor is fully capable of 
coping with the situations he may contem- 
plate, without phrasing the language of the 
trust in such manner as to require distribu- 
tions which will be held chargeable to him. 


Gift Tax Aspects 


In any consideration of the tax technique 
in the drafting of trusts, the gift tax law 
must be carefully observed. The gift tax 
provisions of the Code afford the taxpayer 
substantial opportunity for tax savings. 


Annual Exclusions 


Under the law as it exists today, a donor 
may make any number of gifts, up to $3,000, 
to any number of donees in a particular tax- 
able year, without being required to pay any 
tax. The one exception today concerns 
gifts of “future interests.” “ 


Specific Exemption 


In addition to the $3,000 annual exclu- 
sions, a taxpayer is entitled to a specific 
exemption of $30,000 during his lifetime.” 
In determining this exemption, there must 
first be subtracted the aggregate of any 
amounts claimed and allowed against the 
specific exemption in the computation of the 
gift taxes for the calendar year 1932 and all 
calendar years intervening between that year 


Section 1003 (b) (3) of Code, respecting 
exclusions from taxable gifts. The exempt 
amount prior to 1939 was $5,000 for each donee. 
Gifts made in the calendar years 1939, 1940, 
1941 and 1942 were exempt up to $4,000. The 
1942 Revenue Act reduced the annual exclusion 
to $3,000. 

41 Section 1003 (b) (3). Gifts made in trust 
after 193g and prior to 1943 constituted another 
exception during those years. Gifts may be 
made in trust today up to $3,000 and be ex- 
cluded, provided they do not comprise gifts of 
‘‘future interests.’’ 

* Section 1004 (as amended by Section 455 of 
the 1942 Revenue Act). 
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and the calendar year for which the tax is 
being computed. This must be in accord- 
ance with the law applicable to the particu- 
lar years concerned.* 


Savings through Multiple Gifts 


From the law above referred to, it can be 
readily seen that substantial tax savings can 
be made through multiple gifts. For example, 
a taxpayer may make fifteen $3,000 gifts in 
one year to members of his family and 
other relatives. If these gifts are not gifts 
of future interests, no tax need be paid. In 
addition, if he has not used any part of his 
lifetime specific exemption, he may give an 
additional $30,000 without being required to 
pay a tax. Thus, a substantial property- 
holder might make $75,000 in gifts in one 
year, tax-free. Thereafter, he may con- 
tinue, so long as the annual exclusion re- 
mains at the present figure, to make as many 
individual gifts up to $3,000 in a given calen- 
dar year as he may desire without being 
required to pay a gift tax. Once he has used 
the $30,000 specific exemption in its entirety, 
obviously he cannot resort to any part of 
this exemption again. 


Where a taxpayer makes gifts in excess of 
the exemption to which he is entitled, even 
though he may be required to pay a gift tax, 
he may still enjoy triple tax advantages. 
First, he may get the benefit of income tax 
savings, hereinbefore discussed; secondly, 
the gift tax rates are only three-fourths of 
the estate tax rates, and such property as is 
given away “ will be removed from his gross 
taxable estate at death, eliminating the re- 
quirement to pay estate taxes. Finally, in 
making the gifts, the donor will get the 
benefit of the low gift tax rates, simulta- 
neously removing the property from the top 
part of his estate, at which point the subject 
matter of the gifts would otherwise be tax- 
able in the highest tax rate brackets as part 
of his gross taxable estate at death.® 


Income Tax Savings 


It has been pointed out that through the 
creating of multiple trusts large amounts 


48The $30,000 exemption is applied in all 
computations with respect to the calendar years 
1942 and prior calendar years, for the purpose 
of computing the tax for the calendar year 1943 
and calendar years thereafter. 

44 This, of course, is subject to the transfers 
not being made ‘in contemplation of or in- 
tended to take effect in possession or enjoyment 
at or after death,’’ as set forth under Section 
811 (c) of the Code. 

4 The federal estate tax rates run as high 
as seventy-seven per cent. 





571 


can be saved in income taxes. It is to be 
stressed that the illustrations hereinbefore 
used possess equal application whether or 
not the gifts are made in trust. If the donor 
completely divorces himself“ of the prop- 
erty, the income tax savings are to be en- 
joyed, notwithstanding the fact that no, or 
little, gift taxes were required to be paid by 
virtue of the gifts which were made. 


Avoiding Gifts of Future Interests 


During the calendar years 1938 through 
1942, there were excepted from the annual 
gift exclusions “gifts in trust or of future 
interests in property.” “ With the enactment 
of the 1943 Revenue Act,® only gifts of 
“future interests” were excepted from the 
annual $3,000 exclusion. At first observa- 
tion, this would seem to comprise a substan- 
tial benefit conferred upon the taxpayer.” 
The fact is, however, that in most situations, 
as a practical matter, the Treasury Depart- 
ment is in a position to construe a gift in 
trust as a gift of a future interest. In effect, 
therefore, few gifts in trust are likely to be 
held to constitute exempt gifts within the pur- 
view of the annual exclusions permitted. In 
most instances, where trusts are created, the 
grantor is desirous of postponing the right 
to the enjoyment of the corpus of the trust 
until some later date. Where this occurs, 
the gift created is actually one of a future 
interest.™ 


Charitable Gifts 


The law provides that in computing the 
new gifts made during the calendar year 
gifts made for charitable, scientific, literary 
and like purposes, or to the United States 
or any state or territory, etc., shall be exempt.” 
In the selection of the gifts to be made full 
consideration should be given to the charac- 
ter of the property. Holdings which might 
have a high “fair market value” for estate 
tax purposes but which might have to be 


#6 Great care must be given to the matter of 
possibility of reverters. U.S. v. Frank, CCA-7, 
133 F. (2d) 1009 [43-1 ustc J 10,019]. 


*“ Prior to 1939, only gifts of future interests 
were excepted. 


48 October 21, 1942, applying to gifts made in 
the calendar year 1943, and subsequent calen- 
dar years, 

This would appear, 
are no longer excepted. 

5% See Fondren v. Commissioner, 65 S. Ct. 18 
[45-1 ustc ff 10,164]. Commissioner v. Disston, 
65 S. Ct. 1328 [45-2 ustc J 10,207]. 


51 Section 1004 of Code. 
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because gifts in trust 


sacrificed to produce essential liquidity for 
the mandatory costs at death, might ordi- 
narily comprise the most advantageous sub- 
ject matter for the contemplated gifts.” 


Income Tax Considerations 


When a donor makes certain gifts, he 
must necessarily consider the income tax 
status of the particular recipient. Where, 
for example, the proposed beneficiary enjoys 
a large income in his own right, it may be 
inadvisable to give him additional high income- 
producing property. Other holdings having 
a like market value might comprise prefer- 
able subject matter of the gift, achieving the 
same estate tax saving aspects without the 
accompanying income tax costs to the donee. 
Recipients who, on the other hand, are in 
low income tax brackets, might very well 
be the logical beneficiaries for good income- 
producing transfers. 


Life Insurance Considerations 


Life insurance policies in many instances 
constitute meritorious subject matter for 
gifts. Where such property is given “for 
love and affection,” this fact should be clearly 
set forth. Irresponsible use of such words 
as “for value received” or “for $1.00 and 
other valuable consideration,” appearing in 
connection with insurance policy assign- 
ments, indicate a precarious disregard of the 
tax law.® 


Insurance policies may comprise the sub- 
ject matter for outright gifts or may be 
given in trust.“ In this connection it should 
be emphasized, however, that the premiums 
paid annually on insurance policies, con- 
cerning which the enjoyment is postponed 
to the donee, are not excludible in comput- 
ing the net gifts of the donor in a given year. 
Such premium outlays by the insured in 
behalf of the beneficiary or other donee 


52 Taxpayer, for example, might have a prop- 
erty which, upon his death, would be included 
in his gross estate as being worth $100,000. The 
same property, when sought to be sold, might 
produce only $40,000, 


53 While ordinary life insurance proceeds are 
free from income taxes, this is not true where 
an assignment is made for a valuable consid- 
eration. In such cases, only that portion of 
the proceeds which is equivalent to the actual 
value of the consideration, plus the amount of 
the premiums and other sums subsequently paid 
by the transferee, are exempt from taxes. Sec- 
tion 22 (2) (A), Internal Revenue Code. 

4% Tidemann v. Commissioner, 1 TC 968, 1943 
[CCH Dec, 13,121]. Annual dividends may be 
treated in one manner, and insurance proceeds 
in another, for gift tax purposes. 
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must be looked upon as gifts of future in- 
terests, in the light of the decisions.® 


It is extremely important that one’s last will 
and testament and such trust instruments 
as are executed be fully coordinated. These 
instruments must be drafted with a full view 
to the taxpayer’s estate plan. 


All too often, a particular aspect of the 
taxpayer’s estate is singled out for spe- 
cial treatment. While it is true that tax tech- 
nique can be employed with respect to a 
certain phase of the estate, failure to con- 
sider the problem in its entirety invariably 
results in a less beneficial accomplishment 
regarding the over-all picture. In many in- 








55 Fondren v. Commissioner (supra) ; Commis- 
sioner v. Disston (supra). Where, for example, 
the donor-insured purchases a twenty-year en- 
dowment policy in behalf of his son, paying, 
let us say, $1,000 as an annual premium on this 
contract, and payable only upon maturity to 
the donee, the sums so expended are not to 
be excluded in computing the net taxable gifts 
for the year. 





stances estate taxes have been saved, but 
costly income tax burdens have been the 
consequence. In other situations, insufficient 
deliberation is given to the choice of the sub- 
ject matter of a gift. Through more careful 
selection, the resultant tax costs could be 
greatly minimized. Attempts at retaining 
the corpus, or enjoying the possibilities of 
reverter and reversionary interests, consti- 
tute an expensive procedure from the federal 
gift income and estate tax viewpoints. 


While tax technique is most essential in any 
comprehensive preparation of wills and 
trusts, it must be employed in a manner 
that will not prove unnecessarily costly to 
the taxpayer’s over-all estate plan. What 
is even more important, for all the tax bene- 
fits that may be gained from careful drafts- 
manship, there is no technique which merits 
tax savings, if in fact such technique pre- 
vents the successful achievement of the ob- 
jectives of the testator or the grantor. 


[The End] 


NEW YORK, NEW YORK 


Among the nation’s governments, the 1944 overall finances of New York City 
were exceeded in magnitude only by those of the federal government. General 
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revenue and general expenditure of New York were more than six times the 
amount of those for the city of Detroit, whose financial transactions ranked next 
in size, and more than twice the aggregate of general revenue and expenditure 
of the four cities other than New York having populations of over a million. 
Gross debt of the city was almost seven times that of Philadelphia, which ranked 


next highest, and 2.5 times the aggregate amount of the combined debt of the 
four cities indicated. 


In weighing the finances of New York City for comparison with other cities, 
it must be kept in mind that in addition to the factors of a huge resident population 
and an unusually large commuting population, the city is composed of five 
boroughs and five counties, governments of which have been wholly or largely 
merged with that of the city and whose functions are administered and financed 
by the city. 


In the 1944 fiscal year, after a steady decline covering several years, an up- 
swing in New York’s general revenue occurred, while general expenditure con- 
tinued to decrease. The expansion of revenue was spread through all major 
sources except aid from other governments, which was reduced. 


Despite a marked increase in the amount provided for debt retirement, due 
to a $28 million liquidation of short-term debt during the year, the continued drop 
in public welfare expense and the further curtailment of capital outlay were 
sufficient to result in a net decrease in general expenditure. Debt retired was $88 
million more than new issues; and, because of additions to sinking-fund offsets, 
net long-term debt was reduced by an even greater amount.—Bureau of the 
Census, City Finances: 1944, April, 1946. 








POSTWAR FISCAL POLICY 


By ROY G. BLAKEY 


This article is based on an address delivered by Mr, Blakey, of the School of 
Business Administration, University of Minnesota, at the Tenth Annual Meeting 
of the Midwest Economic Association, held in Chicago on April 26, 1946 


i ee DISCUSS the postwar fiscal policy 
of the United States today without dis- 
cussing the public debt would be like dis- 
cussing the play of Hamlet without mentioning 
Hamlet. 3ut inasmuch as Mr. Langum 
chose to discuss debt policy as his part of 
the program before the Midwest Economic 
Association, I shall pass over that subject 
with a few hasty comments. It is im- 
possible to formulate the other parts of fiscal 
policy, however, without taking account of 
proper debt policy. It both determines and 
is determined by tax, expenditure, interest 
and all other phases of postwar fiscal policy. 
I favor a gradual reduction of the national 
debt, increasing the redemptions during 
periods of prosperity and easing or postpon- 
ing payments during depressions. 


I am not one of those who are so en- 
thusiastic over the advantages of a huge 
debt that, if we did not have one they would 
create one just for the sake of the advantages 
that a huge debt burden bestows upon tax- 
payers, who must pay the interest—and also 
the principal, if the debt is to be reduced. 
Nor, on the other hand, am I among those 
who are hysterical over the weight of our 
large debt burden. I favor making the best 
of the situation in which we find ourselves, 
although I regret that we, as a nation, did 
not have the wisdom and courage to finance 
the war by using a larger proportion of 
taxes and a smaller proportion of infla- 
tionary borrowing. In this respect we did 
not sin in such a high degree as we did in 
earlier wars, although World War II and its 
financing were so much larger than previous 
wars and their financing that the total re- 
sults of our financial shortcomings may 
prove to be as serious as in any previous 
wars. 

Closely related to the debt policy of the 
national government is its low interest 
policy. Numerous government officials have 
congratulated themselves and the Adminis- 
tration generally upon the low interest rates 
that have been maintained. ‘This interest 


policy has been largely the result of the de- 
pression policy, the departure from the gold 
standard and the purchase of gold and silver 
at much higher prices, and going into debt 
to furnish a great deal of easy money to an 
economy afraid to risk capital in new ven- 
tures and expansion of plant and employ- 
ment under the uncertain conditions which 
existed. Now that the war and postwar 
needs have stimulated demands and produc- 
tion, the values of vast amounts of govern- 
ment and other securities and other large 
investments are based on low discount rates. 
The government now has a bear by the tail 
and doesn’t know how to let go. Some do 
not seem even to be aware that a continu- 
ance of the low interest rates is a tremendous 
influence for further inflation. On the other 
hand, to raise rates substantially and to 
follow an orthodox policy of balancing the 
budget and paying off the huge debt, might 
bring deflation, a general upsetting of the 
economy and serious depression. The Treasury 
and the Federal Reserve Board disagree as 
to proper policy. 


Expenditure Policies 


First, let us consider the expenditure phase 
of postwar fiscal policy. I have no startling 
new or magic solution of our problems 
here, though I am quite critical of the policy 
of huge expenditures on unplanned, useless 
and semi-useless projects merely for the 
sake of creating employment. The world’s 
dire need, after the war, of food, clothing, 
shelter and hundreds of other things demon- 
state emphatically that the waste of labor 
and goods means the starvation of millions 
of human beings. 


All postwar public expenditures should be 
for the most needed, the most useful goods 
and services which governments can best 
provide. The necessary goods and services 
which private industry can provide most ad- 
vantangeously should not be furnished by 
government; but those which we can afford 
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and which government can best provide 
should be furnished by that area or level of 
government, or combination of govern- 
ments, which can provide them most eco- 
nomically and most adequately. 


Careful budgeting—often planning ahead 
for years—is required to get the most out of 
the expenditures made by government, as 
well as by private enterprise. Much postwar 
planning for public expenditures has oc- 
curred in recent years, but not enough of the 
right sort of specific, thorough planning and 
blueprinting as yet. Unless further plans 
are made before the next depression there 
will be much unnecessary waste of public 
money again and also much unnecessary or 
avoidable unemployment. The long-time 
planning of both public and private con- 
struction and maintenance can help mitigate 
business cycles and employment irregularities, 
although the potentialities of this method of 
reducing cycle peaks and valleys by timing 
construction are often exaggerated. 


Much more can be done, however, than 
has been done heretofore, to plan and carry 
out a more or less extensive policy of fiscal 
compensation in the matter of expenditures 
as well as in the field of taxation. An ade- 
quate program would involve either (1) the 
government’s taking a more active part in 
the timing of capital construction and in 
such enterprises as the rehabilitation of 
blighted areas in cities and many other types 
of construction, or (2) the encouragement 
of private enterprise in the undertaking of 
such projects. 


Fully as important, yes, even more im- 
portant than much of what is usually thought 
of when we consider planning compensatory 
expenditures are the larger policies of na- 
tional and international economy. What we 
do about price controls, rationing, subsidies 
to various interests, Bretton Woods plans, 
the British and other international loans and 
various other national and international poli- 
cies, affects not only the totals of our ex- 
penditures and taxes but also the regularity, 
or the peaks and valleys, of spending and 
taxing. 


Tax Policy _ 


There has been much controversy over 
the proper and improper functions and uses 
of taxes. Until recent years the general 
orthodox theory was that taxes were for the 
purpose of providing funds to pay the ex- 
penses of approved governmental services. 
But throughout the years we have had re- 
formers—physiocrats, Henry George’s, pro- 
tectionists, Keynesians, child labor proponents, 
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vivisectionists, prohibitionists, equalitarians, 
and others—who were more interested in using 
taxes to promote their several hobbies than 
in using them to raise revenue. Only re- 
cently Mr. Beardsley Ruml has announced 
that he would not levy taxes to raise revenue 
but only to control inflation. If incidental 
revenues were raised by such taxes. most ot 
these hobbyists might use them for orthodox 
fiscal purposes, but such purposes were not 
their primary concern. 


Compensatory Fiscal Policies 


Taxes are not ends, but means to the end 
of the maximum satisfaction of human 
needs and wants. Because taxes, public ex- 
penditures and debt policies have so many 
important repercussions other than direct 
fiscal results, a tax man or economist or 
social scientist in any field should certainly 
plan his tax policy by considering all the 
important effects which will be involved, 
and should choose that combination of taxes 
and other feasible measures which, on the 
whole, he considers most likely to secure the 
ends desired. This may mean sacrificing 
some revenue for compensatory or greater 
advantages. 


The burden of proof is on the advocates 
of unorthodox tax policies, however, but 
where the particular case is proved or is 
most plausible, all things considered, the 
compensatory principle should be adopted. 
It should be admitted, nevertheless, that the 
general adoption of compensatory tax, ex- 
penditure and debt policy results in state 
control and is a distinct departure from 
laissez-faire; by some it is held to be con- 
trary to our orthodox system of private en- 
terprise. In my opinion it is a matter of 
degree. All government is a departure from 
laissez-faire. All but anarchists favor more 
or less state control; as already stated it is 
a matter of degree. The exercise of the 
proper degree of such control involves much 
difficulty and much “politics” and risk of 
corruption, as well as possible advantages. 
All of these difficulties and risks should be 
considered in deciding upon policy. 


As suggested above, I favor compensa- 
tory tax, expenditure and debt policies, but 
I do not think it wise to depart so far from 
orthodox policies and practices of the past 
as do some extremists. I recognize, how- 
ever, that we do not live now in a pioneer, 
horse-and-buggy agricultural economy com- 
posed of many small, isolated economic units 
as did our grandparents, and hence that poli- 
cies and measures suitable to that earlier 
era are inadequate for the present. 
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Business and Employment— 
Corporation Taxes 


In support of compensatory fiscal policies 
much has been said recently about promot- 
ing full employment and business expansion. 
While most of us favor expansion of both 
business and employment, some of us seem 
to forget that they, like taxes, are not ends 
in themselves but only means to the end of 
want satisfaction. Not much is to be gained 
from useless employment or anti-social busi- 
ness. We might well, however, shape future 
tax policies with an eye to imposing fewer 
restrictions on useful employment and useful 
industry. 


The present taxation of business and of 
corporations in particular exhibits numerous 
instances of restriction and discrimination, 
for example: (1) different provisions for the 
taxation of business, depending upon whether 
it is conducted by a corporation or a part- 
nership or an individual; (2) double taxation 
of corporate earnings, first to the corpo- 
ration and then to the recipient of divi- 
dends; (3) discrimination in favor of undis- 
tributed corporate earnings ; (4) discrimination 
in favor of interest and rents as compared 
with corporate dividends; (5) discrimination 
in favor of “long-term” capital gains; (6) 
failure to make adequate offsets for losses as 
compared with gains; (7) heavier taxation 
of irregular than of regular incomes; (8) 
graduation of corporation income taxes on 
the basis of amount of earnings rather than 


on the rate of earnings in relation to capital 
invested. 


Some of these restrictions and discrimina- 
tions are much more serious than others; 
some are much more difficult to meet than 
others; some have already been reduced by 
various modifications. Not all of the diffi- 
culties can be solved completely, but the 
most serious ones can be lessened materially 
if sufficient unanimity of opinion can be 
secured. 


Perhaps too much has been made of the 
difficulty of settling the controversy as to 
whether taxes on corporate incomes are 
borne by the stockholders or shifted to the 
consumers or wage earners. Perhaps too 
few of us understand the principles of inci- 
dence or we know too little about the de- 
termining facts in specific instances to arrive 
at correct conclusions. A question here might 
suggest that some of the general answers 
commonly given may be modified by the 
circumstances in a specific case. For ex- 
ample, it is orthodox to say that an income 
tax on a corporation cannot be shifted but 


falls upon the stockholders. Does it make 
any difference whether the employees are 
members of a strongly organized union; or 
whether government agencies intervene in 
labor disputes and perhaps fix wages and/or 
prices; or whether the corporation is a 
monopoly or has keen competition; or 
whether consumer demand for the corpora- 
tion’s products is elastic or inelastic; or 
whether a seller’s or buyer’s market exists? 
In any case, whether such taxes may or may 
not be shifted, there are almost certain to 
militate against the corporate form of enter- 
prise when two taxes are paid upon cor- 
porate income in one case and only one tax 
is paid on partnership or sole proprietor’s 
income in situations that are exactly similar 
except as to the form of business organiza- 
tion. And the corporate form of organiza- 
tion is generally conceded to be a socially 
desirable invention, one without which our 
economy would be seriously handicapped. 


Some Remarks About a Few Taxes 
on Individuals 


It would seem that the favorable dis- 
criminations in federal income taxes respect- 
ing married individuals living in community 
property states would be eliminated or 
lessened in the course of time. The proper 
coordination and then the stabilization of 
estate and gift taxes are quite desirable. 
Frequent changes in the law and uncertainty 
regarding court decisions have made these 
taxes very perplexing. Much of the diff- 
culty has been due to attempts to prevent 
evasion, but a number of social considera- 
tions apparently have been overlooked in the 
zeal to maximize taxes, although it would be 
possible to secure more revenue from such 
taxes without overlooking some social con- 
siderations. In some ways there is still too 
much opportunity to avoid a large portion of 
the estate taxes, but there seems to be no 
good reason for discrimination against gifts 
of life insurance as compared with gifts of 
similar amounts in other forms. Moreover, 
it might be socially desirable to encourage 
rather than to discourage more gifts in con- 
templation of death. Many gifts were made 
in contemplation of death, and for very good 
individual and social reasons, before death 
taxes became common in most of the states 
and the federal government. In many cases 
now it is impossible to forecast whether a 
gift will be subject merely to a gift tax or 
to a gift tax plus an estate tax. The fear or 
risk of double taxation sometimes prevents 
the making of gifts that would be socially 
desirable. 
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Excises 


If alcoholic beverages and tobacco are 
prime necessities, the present heavy taxation 
can hardly be justified in normal times; if 
we agree with Napoleon that the vices have 
the broadest shoulders for tax bearing, we 
might continue heavy excises on them. If 
we believe that social policies with respect 
to the use of such commodities are very 
important, perhaps more important than 
revenues obtained from them, we might pay 
more attention to the relation between taxes 
and the desired social policies. In any gen- 
eral revision of federal taxes in the near 
future, I am in favor of retaining as high 
excises on these commodities as is consistent 
with good administration and desirable 
social policy; but I favor eliminating most 
other federal excises and, in particular, leav- 
ing taxation of automobile gas consumption 
to the states. Only under exceptional cir- 
cumstances would I favor a federal general 
sales tax because I think other available 
taxes will usually serve our purposes better. 


Payroll Taxes 


Payroll taxes form a large part of our tax 
system and should be coordinated with 
ther parts of our fiscal, economic and social 
policies. On the other hand, they should be 
kept somewhat separate from other taxes in 
uur thinking and planning. They have large 
potentialities for good and equally large 
potentialities for abuse. They are sufficiently 
important for a separate treatise and deserve 
more careful consideration than the general 
public or even most economists have ever 
given them. They are likely to outrank most 
ther United States taxes in the future, and 
to avoid political abuses on a large scale 
will require extraordinary wisdom and cour- 
age. With the aids and subsidies now in 
existence and in prospect, the outlook for 
the future American taxpayer is not an alto- 
gether rosy one. To keep some sort of 
balance, it may be necessary in the future to 
consider the twin criteria of benefit received 
and ability to pay rather than to overempha- 
size ability only. 


Tax Plans Proposed 


We have had numerous postwar tax pro- 
posals during the past two or three years 
to improve business and employment. The 
Twin-City plan, the Committee for Eco- 
nomtic Development plan and the Ruml- 
Sonne plan were among the earlier proposals 
and have been given perhaps the most pub- 
licity; the Pierson (Labor Committee) plan 
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and that of the committee headed by Ros- 
well Magill are very well known also. The 
Cornelius Job Credit Tax Plan is a later and 
less comprehensive plan, probably less gen- 
erally known; and there are several others. 


Nearly all of these plants assume a na- 
tional income of approximately twice that of 
the prewar years and annual expenditures 
by the national government of $15 to $25 
billions, approximately three to five times 
those of the prewar years in which the na- 
tional budget was balanced. The Revenue 
Act of 1945 has already repealed the war 
excess profits tax and the less important 
stated-value excess profits tax and capital 
stock tax. These repeals were recommended 
by most of the tax plans mentioned above. 
An earlier federal act in 1945 provided for 
expediting excess profits tax refunds and 
also made other provision for the facilitation 
of reconversion and the anticipated lessen- 
ing of unemployment. 


Of the comprehensive postwar plans men- 
tioned above, the main provisions of the 
C. E. D., the Ruml-Sonne and Magill plans 
are most nearly in accord with my ideas. I 
favor rather heavy reliance upon the indi- 
vidual income tax for national government 
revenues and the use of the corporation pri- 
marily for withholding taxes from incomes 
earned for individuals. I would be disin- 
clined to reduce taxes while employment and 
business hold at good levels, and I would 
keep the normal or standard minimum rate 
of the income tax at a distinctly higher level 
than was customary before World War II. 
Nobody appears to be brave enough or wise 
enough to draw up a satisfactory alternate 
postwar fiscal plan for an economy with a 
much lower national income and possibly 
much heavier expenditures than those as- 
sumed in the plans referred to above. Closer 
coordination of federal, state and local taxes 
is very important but very difficult to bring 
about in a short space of time. It is one of 
those matters which require patient but per- 
sistent effort over the years in addition to 
considerable political tact. In the past many 
state tax, expenditure and debt policies have 
worked at cross purposes with national gov- 
ernment policies. Each of us is a citizen of 
the nation as well as of a particular state; 
our governmental agencies should work for 
us in harmony, rather than nullify or frus- 
trate each other’s efforts. 


Conclusions 


Fiscal policies have been viewed more 
broadly in recent years than was common 
earlier. It is not so much that the preva- 
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lent ideas are new but that they are now 
held more generally. For many years 
English and other monetary and banking 
theorists and practitioners thought they 
could control the economy by manipulating 
the discount rate. Later they added open 
market purchases and sales of government 
securities to their quiver. I remember very 
well Mr. R. G. Hawtrey’s telling me some 
twenty years ago that the American Federal 
Reserve System had demonstrated conclu- 
sively the ability of such a system to 
stabilize prices and control an economy 
without resort to the stable money schemes 
of Professor Irving Fisher and others. 

But in the great depression of the 1930's 
the manipulations of the monetary and bank- 
ing systems were not equal to the occasion, 
so the Keynesians in Britain and the United 
States attempted to annex the national 
treasury departments and all their fiscal 
powers, as well as the national banking 
systems, in order to manipulate them and to 
keep the economies from collapsing. They 
realized by that time that bank and mone- 
tary policy, while important, was not suffi- 
cient. Indeed, fiscal policy had been important 
earlier, although they did not appear to 
realize this fact then. It is true, however, 
that in later days fiscal policy has become 
a much larger part of the whole economy 
than ever before, hence, its control and 
manipulation has much more effect upon the 
general economy than formerly. 

Some of the theories of the Keynesians 
doubtless have validity; other seem mostly 
products of the great depression, and their 
proponents may, in the light of history, 
appear as the apologists of those who wished 
to try unorthodox experiments to solve 
problems they did not know how to meet. 

It seems somewhat strange that the 
former labor economists among the Keyne- 
sians have not expanded their implementa- 
tion of economic control beyond socalled 
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monetary and fiscal policies. With the tran- 
sition from many small, isolated agricultural 
economic communities to an integrated in- 
dustrialized “one-world” economy, labor and 
industrial policies have become extremely 
important. Strikes and lockouts in key seg- 
ments of various industries can tie up the 
whole economy; if carried far enough, they 
can wreck it. International policies, or lack 
of policy, can also tie up, damage, and 
wreck the economy, destroy civilization and 
starve the people who are not killed out- 
right. The intimately integrated world of 
today no longer can afford either industrial 
or military warfare. The public interest 
transcends that of the special interests which 
provoke and carry on such warfare. 


Long ago it was decided that the public 
should prevent and punish individual crimes, 
including murder, and not leave the settle- 
ment of such matters to the individuals most 
injured or most to blame. How much more 
important for the public and its representa- 
tive, the state, to prevent and settle peace- 
ably the controversies that lead to mass 
murder and starvation and that continue to 
be provoked by industrial and international 
warfare. This involves the coordination, 
not only of monetary and fiscal policy, but 
also of labor, industrial, international and 
other policies. The new converts to “fiscal 
policy”, as well as the rest of us, are not 
really so much concerned with fiscal policy 
as much as with general economic and 
political policy. Neither they nor we can, 
therefore, consistently neglect the matters 
which affect most vitally (1) the creation 
and destruction of wealth and life, and (2) 
amounts of expenditures and taxes—in other 
words, the matters which affect most im- 
portantly the bases of fiscal policy, as well 
as of general economic and social policy. 
Fiscal policy in a one-world economy in- 
volves consideration of all important con- 
trolling factors in that world. [The End] 


APPOINTMENT 


On Friday, May 17, the House passed, without amendment, H. J. Res. 353, 
to extend to July, 1947—one year—the period for releasing certain powers of 
appointment without incurring liability for estate or gift taxes. 


The Revenue Act of 1942 made a number of significant changes in the treat- 
ment, under the estate and gift taxes, of property which is subject to a power of 


appointment created by a person other than the holder of the power. 


The period 


within which persons could release their powers without including tax liability 
has been extended on several occasions since the enactment of that act because 
of the difficulties encountered in making the desired adjustments. 
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Problems of Proof and Procedure 


Under Section 722 


By Z. N. DIAMOND 
of New York 


The material in this article was presented by Mr. Diamond at the last session of 


the New York University Institute on Federal Taxation. The author is a member 
of the Pennsylvania Bar and a former member of the Bureau of Internal Revenue. 
At present he is associated with the firm of Olvany, Eisner and Donnelly of 





“THE BLUM DECISION’ has served 

ample warning on the Tax Bar that 722 
cases may not be tried for the first time in 
the Tax Court. Without seeking the precise 
limits of the decision, it should suffice to say 
that the Tax Court will probably hear neither 
new grounds nor new categories of evidence 
which have not been presented in good time 
to the Commissioner. The 722 job is the 
administrator’s first, and the judicial re- 
viewer's thereafter. 


All of which points up the importance of 
the Commissioner’s position in the scheme 
of 722 and the necessity for an adequate 
development of applications for relief before 
im. It shifts the spotlight to the prepara- 
tion of the claim and the assembling of 
supporting evidence. The Tax Court will 
have a function of utmost importance to 
perform in the evolution of a 722 law. But 
neither the final establishment of principles 
nor the tears of trial counsel who seek to 
embrace them will be of any value unless 
the supporting record is clear and adequate. 





THE ELEMENTS OF AN 
ADEQUATE CLAIM 


The Pre-Construction Picture 


No one has listed or could list at this 
time the final roster of elements which must 
compose a 722 claim. The Commissioner’s 
rulings to date have been chiefly negative. 
His regulations, written before the implica- 
tions of Section 722 had even begun to un- 


‘Blum Folding Paper Box Company, Inc. v. 


Commissioner, (1945) ,4 TC 795 [CCH Dec. 
14,395]. 


Problems of Proof and Procedure 





New York City 


fold themselves, are of necessity general 
and of little specific help. While the sec- 
tion has been made the subject of a frenzied 
flurry of articles, the average practitioner 
still wanders through the base period in a 
state of bewilderment. The Bureau’s Bulle- 
tin on Section 722 is the most complete 
statement to date of the law of Section 722, 
if I may use that term without convulsing 
lawyers. Its basic language and the key to 
most of the thinking it contains is the con- 
cept of normal operating conditions of the 
taxpayer in the base period. The importance 
of this concept will appear in increasing 
measure in the course of this article. 


The first job of the practitioner in the 
preparation of a 722 claim is to know the 
taxpayer for which he seeks to reconstruct 
base period income and to identify the con- 
ditions in which it would have been normal 
for the taxpayer to operate in the base 
period. The initial element in an adequate 
claim is a description of the taxpayer com- 
plete enough to enable the Commissioner to 
know the characteristics of the taxpayer as 
it existed before and after the factors or 
events upon the basis of which relief is 
sought. 


This must be a thorough knowledge. In 
many cases, such as those involving alleged 
new products or increases in productive or 
operational capacity, the practitoner should 
give himself the advantage of a personal 
acquaintance with his client’s plant and 
operations. Too often the application for 
relief is injured because of an over-emphasis 
on its accounting aspects which leaves the 
Bureau in ignorance of the basic assump- 
tions upon which the computation rests. 
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Conversely, there is nothing more impressive 
to examining or reviewing officers of the 
Bureau than to receive a complete picture 
«he physical operations of the taxpayer in 
or before the base period from someone who 
knows the business thoroughly and from 
whose knowledge the conditions under which 
the taxpayer does business can be readily 
distilled. 


This requirement of painting the taxpayer 
completely in the claim is thus the first ele- 
ment of an adequate claim. It involves (a) 
a statement of the taxpayer’s history; (b) a 
description of the factors and events upon 
the basis of which relief is sought and (c) 
the complete narrative of the impact of the 
factors or events on the taxpayer’s opera- 
tions and earnings. 


Statement of Taxpayer’s History 


This will vary with the grounds upon 
which relief is sought. If a (b)(1) or (2) 
factor is the basis for relief, the emphasis in 
the history will be on a showing from which 
the abnormality of the factor or event will 
be apparent. Emphasis would not be placed 
ordinarily on the financial history of the tax- 
payer, its ownership, or similar factors. On 
the other hand, a (b)(3)(A) or (B) case 
would require a full development of the 
financial and physical history of the tax- 
payer, because time series, ratios and other 
methods of evaluating the earnings history 
of a corporation vis a vis its base period 
history, lose relevance and comparability 
where marked changes in the taxpayer have 
occurred at various times in its history. One 
reorganization may throw out the use of a 
net worth ratio, and new products or other 
character changes may further impair com- 
parison. In a (b)(4) case, emphasis will 
shift with the factor which produces the al- 
leged change in character. Management 
changes will require a development of policy 
history and its effect on earnings. New 
product allegations require full development 
of the previous product history and a com- 
plete treatment of the new product from the 
standpoint of its own composition, the pro- 
ductive processes which create it and the 
market into which it feeds. 


Each case will, therefore, call for its own 
emphasis, and the resulting histories will 
reflect the infinite variety of business life. 
But each claim must set forth the full story 
of the business represented so that the Com- 
missioner may be fully aware of the char- 
acteristics of the taxpayer for which relief 
is requested. 
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Description of Factors or Events 


Upon Which Relief Is Sought 


Having introduced the taxpayer to the 
Commissioner, the claim should describe 
what befell it during or immediately prior 
to the base period. It should require no 
admonition on my part to render you con- 
scious of the unadorned necessity for the 
development of this aspect of the claim. Yet 
it is precisely at this point that many of the 
claims I have seen fail. The claim may con- 
tain a smooth narrative of the factor or 
event. It looks good and reads well, but 
when the point of reconstruction is reached 
and when the all-important search of figures 
is being conducted for the capture of the 
underlying assumptions, the inadequacy of 
the story becomes apparent. Remember 
again, if you will, that the keystone in the 
structure of the average base period net 
income which the Commissioner is asked to 
use in lieu of the actual average base period 
net income, is the determination of the con- 
ditions under which it is normal for the tax- 
payer to operate in the base period. The 
prerequisite to this determination is a knowl- 
edge of the taxpayer as changed or affected, 
for conditions of operation are internal as 
well as external and may flow from the kind 
of taxpayer involved, and the taxpayer as 
changed or affected cannot be identified 
until the factor or event which is the basis 
for relief has been clearly depicted. 


Consider for a moment the simplest event. 
a fire under (b)(1). Your history of the tax- 
payer has already established a basis for a 
conclusion that the fire was unusual. You 
want now to tell the Commissioner about 
the fire itself. I do not think you should be 
above a description of the fire, its precise 
timing, its duration, and the physical damage 
to the taxpayer. You will find that in the 
very process of description you are show- 
ing the interruption to production or output, 
the extraordinary expenses which the event 
brought in its train, the loss of customers, 
and the timne lag before the taxpayer was 
again on a normal earning keel. When you 
have: reached a reconstruction level, every 
assumption on which the computations are 
based will already have been made plain; 
and the end product will be a complete claim 
and a convincing one. I wish I might add 
at this point that allowance will inevitably 
follow, but for some strange reason I shrink 
from undertaking the guaranty. 


Turn now to a more difficult application 
of what I have in mind, a new product case. 
Here again, your historical development will 
form a proper background against which the 
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determination of whether or not the new 
product is being furnished can be made. 
You want now to describe the circumstances 
in which the new product was furnished and 
to convince the Commissioner that the fur- 
nishing of that product produced a change 
in the character of the taxpayer’s business. 
Parenthetically, you would probably also 
want to describe the circumstances which 
gave rise to the change in order to negate 


the application of G. C. M. 24013. 


The description should be extremely de- 
tailed. It should in most cases include: 


1. A thorough exposition of how the new 
product is made, in which you should em- 
phasize every difference in manufacturing 
processes and operational techniques which 
exists between the new product and the 
former product. This description will serve 
the double purpose of exhibiting the novelty 
of the product and of laying the foundation 
for the use of the push-back rule in the re- 
construction of base period net income. 


2. A description of the market in which 


the new product will enter. A difference in 
market is one of the hallmarks of a new 
product. A description of the uses to which 
the product may be put and of the classes 
of customers which the new product satis- 
fies will very often differentiate between the 
id and the new product of a taxpayer. 


3. A description of the reception of the 
new product in the trade. The point to be 
brought out here is the opinion of the trade 
as to the novelty of the product, and this 
phase of development lends itself to cor- 
roboratory evidence in the form of state- 
ments by consumers and trade authorities. 


Recital of the Impact of the Qualify- 
ing Factor Upon Taxpayer’s Earnings 


The taxpayer has been identified and the 
qualifying factor or event described. It re- 
mains now to complete the pre-reconstruc- 
tion picture in the claim by presenting a 
study of the effect of the factor or event on 
base period earnings. You will recall that 
an essential qualification for relief is that the 
event or factor must have rendered the aver- 
age base’ period net income an inadequate 
standard of normal earnings. To some ex- 
tent the complete history of the taxpayer 
which you have given at this point may have 
made some contribution because it may have 
shown the absence of abnormal circum- 
stances which counteracted the effect of the 
qualifying factor. As you know, in some 
cases losses from events described in (b)(1) 
or (b)(2) may have been neutralized in the 
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base period by windfall income from some- 
one else’s troubles, so that, viewing the base 
period earnings as a whole, they cannot be 
said to represent inadequately the taxpayer’s 
normal earnings. Your historical narrative 
may already have negatived that possibility. 
To some extent also the description of the 
new product or the change in operations 
may have contained elements of the earn- 
ings picture after the interposition of the 
qualifying factor. But the development of 
the impact of that qualifying factor on base 
period earnings is a basic element of an 
adequate claim and should be accorded sepa- 
rate treatment in the claim even if in part 
it incorporates by reference some other part 
of the claim. 


Here again, as with so much of Section 
722, the particular qualifying factor or event 
involved will determine the avenue of ap- 
proach to the problem of demonstrating the 
inadequacy of the average base period net 


income as a standard of normal earnings. 


In the (b)(1) or (b) (2) case, for example, 
where the effort is to show an impairment of 
earnings because of an abnormality, the lines 
of demarcation with respect to the various 
phases of proof will not ordinarily be clear- 
ly defined. The very description of the 
qualifying event, as has been pointed out, 
will generally contain some aspects of the 
proof of inadequacy. You will not usually 
describe a strike without showing the tax- 
payer’s strike history, the effect of the strike 
on the taxpayer’s operations, the extraor- 
dinary expenses it brought, and the loss of 
earnings it occasioned. 


If that is true, only one other aspect of 
the inadequacy picture would be required, 
namely, a showing of the absence during 
the base period of abnormally high income. 
At this point, a respectful pause must be 
observed to mark the occurrence of a con- 
flict between the Bureau and some tax prac- 
titioners. The latter have contended that 
in the (b)(1) and (b)(2) cases the sole essay 
of the Commissioner in determining relief 
is to remove the qualifying abnormality. 
Thus, if a strike is the relief factor, the Com- 
missioner is restricted to the elimination of 
its effect from base period income; that is 
to say, he is to put the taxpayer in the earn- 
ings position which it would have occupied 
but for the abnormality. The Commis- 
Sioner’s position is that the fundamental 
quest of proceedings under Section 722 is 
normal base period earnings and that when 
a taxpayer invokes 722, it may not select for 
elimination certain abnormalities and leave 
others uncorrected; that is to say, the de- 
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termination of normal earnings requires the 
removal of the effect of any abnormal cir- 
cumstance. 


On the assumption that unless and until 
the Tax Court speaks otherwise, the Com- 
missioner’s position is to be honored, the 
taxpayer should show at this point that no 
events existed in the base period which com- 
pensated for the depressing effect of the 
qualifying abnormality. Here again, this 
picture will have been partially etched by 
the historical narrative given for the estab- 
lishment of the existence of the qualifying 
factor. What I mean is that a statement of 
the earnings of the taxpayer for a substantial 
period prior to the base period may in- 
dicate the normality of taxpayer’s base 
period earnings, aside from the qualifying 
factor and cyclical variations. Where prior 
base period earnings history is too short 
for inferences, the use of comparatives may 
be found a convenient device to demonstrate 
that the unaffected portion of the taxpayer’s 
base period earnings was not out of line. 


It will be seen from this analysis that the 
types of proof which this question of in- 
adequacy involves are those which ordinarily 
are relevant in the actual reconstruction of 
base period net income. Accordingly, it may 
well be that in a particular claim it will be 
sufficient merely to call the Commissioner’s 
attention to the contention that the balance 
of the taxpayer’s base period earnings ex- 
hibits no compensatory abnormalities and 
to refer to the description of the qualifying 
abnormality and to the reconstruction, with- 
out attempting a separate evidentiary treat- 
ment. 

In the (b)(3)(A) cases, the establishment 
of the depression of base period earnings 
because of the existence of a variant profits 
cycle will per se demonstrate the inadequacy 
of the actual base period average as a standard 
of normal earnings. In the (b)(3)(B) cases, 
where the problem is to demonstrate that 
the sporadic periods of high production and 
profits are inadequately represented in the 
base period, the reconstruction of base period 
net income should ordinarily be sufficient to 
solve the inadequacy problem. Again, it 
would not be necessary for the claim to treat 
it separately. 

In the (b)(4) case, the proof of inadequacy 
of base period net income would probably 
be made in the course of reconstructing such 
income. If the constructive average deter- 
mined with respect to the changed taxpayer 
is no higher than the actual average, the 
latter has not been rendered an inadequate 
standard of normal earnings because of the 
change. This, of course, is perfectly con- 
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ceivable as a practical matter, since the mak- 
ing of a change is not the inevitable prelude 
to a profit. Again, even though a higher 
level of earnings has been achieved through 
the change and even though the change is 
not reflected throughout the base period, the 
actual average may still be entirely adequate 
to measure normal base period earnings be- 
cause of some abnormal receipt of income 
during the base period, or, possibly, because 
the application of Section 713(f) compen- 
sates for the absence of additional income 
during the entire base period. 


The point I am making, however, is that 
in a (b)(4) case the effect of the change on 
the adequacy of an actual average base 
period net income as a measure of normal 
earnings and the process of determining a 
constructive average base period net in- 
come may be telescoped into one process. 
Since, however, the effect of the qualifying 
factor or event on the adequacy of the actual 
average base period net income is a basic 
ingredient in the compounding of a success- 
ful claim, the proof of a factor, caused in- 
adequacy must appear. In all likelihood 
it would be best to treat it separately where 
possible, even at the risk of some repetition 
in the claim. 


The Reconstruction Picture 


We have now reached the point in the 
development of the claim where, having 
fully identified the taxpayer and the qualify- 
ing factor or event and having shown that 
the qualifying factor or event has rendered 
actual base period earnings inadequate as a 
standard of normal earnings, it remains to 
show the earnings which the changed or af- 
fected taxpayer is capable of earning under 
normal base period conditions. Here again 
the major weakness of 722 claims I have 
seen is the failure to develop in the form 
of a factual narrative the assumptions on 
which the reconstruction of base period net 
income is made. The point cannot be em- 
phasized too much. The assumptions are 
either not given or must be painfully ex- 
tracted from computations, schedules and ex- 
hibits; then the entire fabric of the claim 
must be searched for proof to support them. 
The process accounts for delay, confusion, 
biliousness and a slight degree of suspicion 
on the part of the Bureau. 


Factual Basis for Reconstruction 


If anything pays at this point, it is a recital 
of the factual basis for the reconstruction. 
If, for example, the push-back rule is being 
invoked in the reconstruction process, the 
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reasons for the invocation should be shown 
in the narrative form. The production prob- 
lems with which the new capacity or the 
new product confronted the taxpayer should 
be recited in detail. The difficulties of train- 
ing personnel, the amount of rejects, the ne- 
cessity for additional experimentation, should 
all be specified. In other words great pains 
should be taken to spell out whatever diffi- 
culties were met and solved in the initial 
development period following the commence- 
ment or change in character of the tax- 
payer’s business. The Commissioner should 
be furnished with supporting evidence in the 
orm of statements from technical men, let- 
ters from customers, expert opinions, and 
such other proof as is available and ap- 
propriate in the particular case. 


In assembling this material bear in mind 
always that, as the Bureau now views the 
push-back period, it is designed to accom- 
imodate only initial development. It is the 
period given the taxpayer, as commenced or 
changed in character, in which to iron out 
the kinks in its operating processes, to 
stabilize its costs and to secure its normal 
share of the new market—all within the 
framework of base period conditions. This 
again brings into focus the objective which 
the Bulletin stresses, namely, the determina- 
tion of those conditions under which it would 
have been normal for the taxpayer to con- 
duct its business in the base period. Thus, 
the operating costs which reflect the difficul- 
ties which attend newly installed machinery 
are not normal. Nor are unit costs of a 
product which reflect the rejects and wast- 
age which are normally to be anticipated 
in a newly launched business. Actually. the 
push-back period may be insufficient to achieve 
normality; but it is all that can be expected 
under the statute, and one must make the 
most of it. The sermon I am here preach- 
ing is that the right to use the extended 
push-back period must be constructed in the 
form of a detailed narrative. 


Let me add at this point that the narrative 
does not eliminate the necessity, in cases 
where actual base period experience is sub- 
stantial, of showing the kind of growth and 
expansion in the base period which demon- 
strates the taxpayer’s ability to overcome 
initial development difficulties. Putting it 
another way, where there is substantial base 
period experience there must be an increase 
in earnings that outstrips any industry in- 
crease; otherwise, the Bureau may say that 
the taxpayer is exhibiting only industry 
srowth and refuse to accord the taxpayer 
the benefits of the push-back rule. 





Problems of Proof and Procedure 


Theoretically, as you know, it is necessary 
to use a push-back process to determine the 
right to use the push-back process. Actually, 
however, the narrative, if convincing, will 
make it unnecessary to indulge in any 
such shenanigans, since it will make it obvi- 
ous that the taxpayer is entitled to recon- 
Struct on a higher earning level than was 
actually reached by December 31, 1939. 

So far I have been speaking in terms of 
the taxpayer, of identifying its basic char- 
acteristics for the purpose of evaluating the 
qualifying factors and their impact on the tax- 
payer’s earnings, and of determining the 
base period conditions which serve as a 
framework for the reconstruction. Some of 
these however, are objective conditions, ex- 
ternal to the taxpayer. They embrace the 
whole field of market conditions and to a 
large extent demand conditions as well. 
They are vital elements of a proper 722 claim 
because they largely determine how much 
the taxpayer can sell and at what price. At 
the point in the 722 claim at which they 
enter the picture, the Bureau audience is 
astir with interest. The economics-minded 
gentlemen in the Business and Industrial 
Research Division of the Income Tax Unit 
wet their lips, and there is a gleam in the 
eye of the Economic Adviser to the Chief 
Counsel. 


Market and Demand Conditions 


Let me state the rule first, that a vital 
element in a 722 claim is an adequate de- 
velopment of market and demand conditions 
in the base period. I say “base period” be- 
cause, as you know, the Bureau has taken 
the position that the push-back rule can 
neither uncover post-base period conditions, 
nor modify existing base period conditions. 
Having now stated the rule and stressed its 
importance in securing a favorable response 
to the request for relief, let us consider for 
a moment the problem of proof. 


Market conditions and demand conditions 
are not used synonymously or interchange- 
ably by the Bulletin. They mean different 
things, although, understandably, the Bul- 
letin does not attempt precise definitions of 
either concept. “Market” is the broader 
term, including “all conditions and forces 
that influence and determine prices and 
volume of sale” * and existed prior to Janu- 
ary 1, 1940. “Demand”, as used in the Bul- 
letin, is the economist’s concept, which 
means that it is the quantity of a commodity 
which could be sold at a given price. Market 
thus becomes a general all-embracing uni- 





* Bulletin on Section 722, p. 75. 
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verse composed of the whole complex of 
economic factors which regulate what people 
can buy and what they can pay for what 
they buy. At the risk of lack of precision, 
let me summarize by saying that market is 
the measure of the economic health or well- 
being of the consumers who form the poten- 
tial outlet for the taxpayer’s product or 
services. Demand is merely the translation 
of these conditions into quantities which can 
be sold at different price levels. 


Having stated the two concepts probably 
with a high degree of inexactitude, let me 
introduce the heretical notion that in most 
cases neither you nor the examining officers 
of the Bureau will want or need to have 
much to do with the precise technical differ- 
ences between market and demand. If you 
are dealing with a new product, your ap- 
proach will be based on the amount of base 
period experience you have had with it. If 
you started to furnish it early in the base 
period, actual profit per unit and volume 
attained by December 31, 1939, may be 
normal; the rest of the base period can be 
reconstructed on the basis of the December 
31, 1939, margins with adjustments only for 
varying cyclical conditions. The latter may 
be reflected through appropriate indices, 
many of which can be obtained from De- 
partment of Commerce publications. If 
your base period experience is not sufficient 
to permit your unit profit or volume of sales 
to be normal by December 31, 1939, the 
push-back can be used to normalize that 
profit and volume, and again reconstruction 
may be made on the basis of the normalized 
profit and volume attained by December 31, 
1939, with suitable adjustment for varying 
business conditions in the base period. The 
caveat here is, of course, that your volume 
must be determined within the capacity 
limits previously discussed. 


If you are dealing with capacity increases, 
you will have described such increases al- 
ready before you reach the point of recon- 
struction. You will then have the problem 
of showing in most cases the existence of a 
demand for the product sufficient to absorb 
the new capacity and your ability to obtain 
a portion of that demand sufficient to absorb 
the new capacity. You can do this in many 
cases by showing figures representing sales 
expressed in terms of production for the in- 
dustry during the base period and the portion 
of sales which you actually, or construc- 
tively under the push-back rule, secured 
under normal conditions by December 31, 
1939. In the ordinary case, reconstruction 
for the entire base period could proceed on 
the basis of that competitive position. 


Saleability of Increased Production 


I am here assuming, of course, that your 
client has, at December 31, 1939, secured a 
stable competitive position which it could 
have maintained under market and demand 
conditions of the base period. If your client’s 
entry into the industry with its increased 
production has altered the share of the de- 
mand it could have captured in the other 
base period years, you have the thankless 
job of demonstrating the saleability of the 
increased production in each of the base 
period years. This means you must bring 
into focus the entire industry picture to show 
how you would have fared, what price con- 
cessions absorption of the new capacity by 
the base period market would have wrung 
from your client and how your profit mar- 
gins would have been affected. Your best 
bet would be some recognized compilation 
of industry figures by a government source 
like the Federal Reserve Board, Depart- 
ment of Commerce or the Department of 
Labor; your next best bet would be a trade 
association; and your last bet would be 
some statements from industry sources out- 
side the taxpayer, possibly even a competi- 
tive source if your smile is bright and winning. 
If you can show, by charting your relative 
position in each base period year in terms 
of sales, that you were pulling away from 
the industry as a normal proposition and 
not in the first flush of initial development, 
you are well along in your effort to prove 
that you could have sold your entire pro- 
duction in the base period. 

Obviously, no one can lay down any broad 
patterns of proof for reconstruction. An 
article of this kind can suggest only outlines 
for likely cases, but the interplay of physical 
and economic factors is so great that one 
cannot speak with any assurance unless onc 
is the master of the facts of a particular 
case. There is always the case where the 
objective general market and demand con- 
ditions are ascertainable in large measure 
from special studies made by the Depart- 
ment of Commerce, the Federal Reserve 
Bank, or some other governmental depart- 
mrent or agency, or from academic sources 
like the Harvard School of Business Ad- 
ministration or the Wharton School of 
Finance and Commerce of the University 
of Pennsylvania, or from some private source 
such as trade associations or groups of 
economists. At the other end of the pole is 
the case where no specific source of infor- 
mation is available and you must turn to 
business indices of the most general sort, 
such as production, sales, or earnings indices 
of major business groups. 
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SECTION 722 (c) CASES 


What has been said with respect to the 
necessity of identifying the taxpayer in 
722(b) cases applies with equal force to 
cases arising under Section 722(c). Since 
you are dealing under (c) chiefly with cor- 
porations which came into existence after 
Yecember 31, 1939, and which claim an in- 
dequacy in their invested capital credit be- 

iuse of specified factors, the necessity for 
complete identification of the taxpayer should 
he easily apparent. The last sentence of 
Section 722(a) allows 722(c) taxpayers to 
regard post-1939 events or conditions to 
‘stablish “the nature of the taxpayer and the 
character of its business” in aid of the re- 
construction of base period net income. This, 

i course, is not a carte blanche to journey 
at will through the war period, but it is suf- 

ient to permit drawing an adequate pic- 
ture of the taxpayer. 


Description of Inadequacy Factor 


The description of the inadequacy factor 

(c) cases will, as in (b) situations, vary 
with the factor selected. The Bulletin ® 
contains as full a description of the requisites 
§ proof for each factor as can be indicated 
at the present time. As you have probably 
realized fully, Section 722(c) is something 

a mystery, and its precise content must 
await delimitation either by the Commis- 
sioner when he has achieved a fuller under- 
standing of the subsection in the light of 
administrative experience, or by the Tax 
Court. 


Reconstruction of Base Period Income 


In making the reconstruction of base 
period income, a 722(c) taxpayer will or- 
dinarily be in a position akin to that of a 
commitment taxpayer in (b)(4). The use 
of the push-back period is automatically 
available, and the reconstruction is made by 
assuming that the taxpayer commenced busi- 
ness on December 31, 1937, regardless of 
the actual date of commencement in the ex- 
cess profits tax period. Since there is no 
actual base period experience available, re- 
course must be had to the experience of 
comparable corporations and to general busi- 
ness conditions as determined from sources 
external to the taxpayer. Basically, your 
endeavor is still to determine the conditions 
in which it would have been normal for the 
taxpayer you have described to operate in 
the base period. 


* Bulletin on Section 722, pp. 132-136. 
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PRACTICE BEFORE THE 
BUREAU 


There are some aspects of prosecuting 722 
claims before the Bureau which I believe it 
may be helpful to touch upon, in view of the 
fact that I have sat upon the opposite side 
of the desk from practitioners. I have al- 
ready indicated that the operating or man- 
aging personnel of the taxpayer are extremely 
persuasive witnesses in support of a claim. 
They know the taxpayer’s business and can 
very often supply intimate details of the 
operation of the business which strengthen 
the claim considerably. I think this is true 
before the Revenue Agent and especially 
true in the higher echelons of review where 
acquaintance with the taxpayer’s operations 
is gained chiefly from a cold file. 


Importance of Extensive Evidence 


I want to stress again the importance of 
buttressing your claim with every particle 
of proof you can assemble and of doing the 
job before rejection. It is not an easy job; 
but if the claim is worth your effort, it is 
worth your best effort. If you need time, 
don’t be bashful in asking for it. The Bureau 
is not disposed to disallow any claim where 
the taxpayer requests additional time to per- 
fect it and has not unconscionably delayed 
earlier. 


Orderly Record 


So far as the development of the claim 
is involved, I would suggest that you keep 
the record clean by making sure that all 
supplemental material that goes in does so 
as part of the claim, executed and filed with 
the same formalities as the Form 991. This 
will facilitate consideration by the Commis- 
sioner and at the same time insure an or- 
derly record for review by the Tax Court 
in the event of litigation. While the Bureau 
has no intention of engaging in a paper- 
matching contest in the Tax Court under 
the Blum decision, it is to be expected that 
its trial counsel will not be backward in in- 
voking the decision where new material evi- 
dence not presented to the Commissioner 
before rejection is offered. An orderely 
record will avoid litigating a fact question as 
to whether the material was or was not 
presented to the Commissioner prior to the 
disallowance of the claim. 


Amendment to Claim 


Whenever, in the course of the develop- 
ment of your claim before the Bureau, you 
conclude that you put vour wrong foot for- 
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ward, you should have no hesitation in 
amending your claim. You should, of course, 
make sure that your amendment is timely, 
i. e., that if new grounds are being asserted 
the period of limitation has not expired and 
that in any event the amendment is filed 
before disallowance of the original claim. 
Once you have permitted disallowance to 
occur before amendment, your future for 
the excess profits tax taxable year involved 
is dark. I doubt whether more than one 
claim will be permitted for each taxable 
year. But within the limitations I have men- 
tioned, amendment is freely available to you 
-and should be resorted to whenever you 
desire to assert new or different grounds. 


Centralization of Claim Handling 


As you may have discovered already, there 
is no over-all provision for the centraliza- 
tion of claim handling in the Bureau at 
Washington. The responsibility for the dis- 
position of 722 claims is the field’s, and this 
is true of (b)(3) cases involving economic 
questions as well as any other subdivision 
of Section 722(b). The processing of the 
claims accordingly, will take the usual roads 
travelled by other tax adjustments. The 
agent will investigate and report in the first 
instance, and the taxpayer will receive a 
copy of his proposed action. Protests may 
thereupon be filed, although the protest 
technique is not especially well adapted to 
722 claims. I would suggest that you ad- 
here to the proposition that supplemental 
material be made a part of the Form 991 and 
that you separate it from the protest itself. 
Conferences in the offices of the Internal 
Revenue Agent in charge will follow upon 
the protest, and appeals to and conferences 
in the Technical Staff are apparently being 
granted in the same general circumstances 
as in regular practice. Rejection notices 
under Section 732 of the Code end up either 
in despondency or the Tax Court. Review 
of proposed overassessments by the Chief 
Counsel is required for Section 722 as for 
any other tax refund, and you probably 
know that the amount of overassessment 
upon which the Chief Counsel will exercise 
his review jurisdiction has been raised to 
the $75,000 level, a fact which means that 
the Chief Counsel will review only over- 
assessments which go to the Joint Com- 
mittee. 


In some cases some sort of centralized 
handling has been worked out by the Wash- 
ington office, either by common advice given 
by the Business and Industrial Research 
Division or by actual sunervision of the 
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processing of the case. As a general proposi- 
tion, however, Section 722 is being adminis- 
tered as a field job by the agent’s office and 
the Technical Staff. 


Thus, the treatment accorded taxpayers’ 
representatives will vary with the agents’ 
offices and from agent to agent. Many of 
the suggestions I have made with respect to 
the submission and proof of claims may he 
mere muances to an agent who is not par- 
ticularly well versed in 722 or who is bent 
on having you swap a few ordinary adjust- 
ments for your right to relief under 722— 
an effort, incidentally, which both Bureau 
policy and the Unt-Term case* give you a 
perfect right to resist. 


SECTION 722 IN THE 
TAX COURT 


Litigation in the Tax Court has not 
progressed to a point where generalizations 
may be safely made. Questions of procedure 
and evidence and major principles of law 
remain to be worked out. There are at this 
time between 200 and 300 cases involving 
Section 722 now docketed in the Tax Court. 
Of these, some half a dozen have been sub- 
mitted, either after trial or upon stipulation. 
Not all of these cases, however, can be relied 
upon to stake out the major areas of Sec- 
tion 722 law. One of the cases submitted 
involves G. C. M. 24013 and may go off on 
that point. Another involves evidentiary 
questions relating to the admissibility of new 
evidence and post-1939 evidence. A _ third 
involves the use of Section 722 versus Sec- 
tion 734 in a situation in which depreciation 
rates have been changed. Another case pre- 
sents solely a (b)(5) situation. 


It is thus obvious that at this time the 
litigation job on 722 is barely under way. 
An avalanche of cases is threatening. Whether 
it will fall depends upon the liberality of the 
Commissioner’s treatment of the claims and 
on the attitude of the Tax Court as gleaned 
from its early decisions. But in the first 
instance it is the kind of case which the tax- 
payer is able to make out, and its reception, 
both by the Commissioner and the Tax 
Court, may in a large measure be a reflection 
of the strength with which the practitioner 
has been able to invest it. If in this area 
the suggestions I have made are of some 
small assistance, the effort in assembling 
them will have been amply repaid. 


[The End] 





* Uni-Term Stevedoring Company, Inc., (1944) 
3 TC 917 [CCH Dec. 13,947]. 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Items not deductible: Percentage of net 
profits of mineral lease: Business expense v. 
capital expenditure.—Taxpayer acquired the 
right to operate a mineral lease under an 
agreement requiring it to pay 50% of its net 

fits from operations, in addition to royal- 
ies. The Supreme Court holds that, under 

agrecment, such a transfer of rights to 
ploit could not properly be construed to 
a sale. It was rather an assignment to 
<payer of the right to exploit the property 
with a reservation in the assignor of an 
nomic interest in the oil. Accordingly 
50% payments were not part of the cost 
a capital asset, but were deductible as a 
business expense. Helvering v. Elbe Oil 
Land Co., 303 U. S. 372, 38-1 ustc § 9155, 
distinguished. Two dissents. Sup. Ct. Bur- 
Sutton Oil Company, Incorporated, Pett- 
ner, v. Commissioner of Internal Revente. 
46-1 ustc J 9243. 


APPELLATE AND LOWER 
COURTS 


AAA taxes: Tax on unjust enrichment: 
Burden of tax shifted.—Applying the Dob- 
1 rule, 320 U. S. 489, 44-1 ustc § 9108, in 
sustaining the Tax Court’s decision that tax- 
ver had shifted the burden of the AAA 
processing taxes to its vendees and was lia- 
ble, therefore, to the “windfall” tax of the 
\ct of 1936, the Circuit Court holds (1) that 
evaluation of statistics proffered by the 
Commissioner to counter those of taxpayer 
is clearly a question of fact, within the sole 
jurisdictioin of the Tax Court, and (2) that 
was substantial evidence to support 
that court’s finding that the proof offered 
by the Commissioner was sufficient to over- 
come the presumption allowed under Sec. 
501 (e) (1), Act of 1936, upon the basis of 
marginal computations submitted, of the ex- 
the shifting of the tax. CCA-4. 
Holmes and Son, Inc., Petitioner, v. Commis- 
ioner of Internal Revenue, Respondent. 46-1 
ustc J 9257. 





e 
there 


tent of 


Family partnership: Husband and wife.— 
Where taxpayer claimed a manufacturing 
company was a limited partnership consist- 
ing of himself and his wife in which he had 


Interpretations 


* 


a 51 per cent interest, and the wife had a 49 
per cent interest, made possible through 
a gift from the husband, the Tax Court’s 
finding that a bona fide partnership did not 
exist for tax purposes was held supported 
by the evidence. Commissioner v. Tower, 
66 S. Ct. 532, 46-1 ustc 7 9189, followed. 
CCA-6. R. W. Camfield, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 
46-1 ustc J 9248. 


Gross income: Exclusions: Recovery of 
bad debts transferred to subsidiary: Tax 
benefit rule: Applicable when debts retrans- 
ferred.—Recoveries on bad debts reacquired 
from a dissolution of its wholly owned sub- 
sidiary to which taxpayer-bank had in pre- 
vious years, without gain or loss, sold the 
loans for salvage purposes after charging 
them off its books are within the “tax bene- 
fit rule” of Sec. 22 (b) (12) of the Revenue 
Act of 1936, as added by Sec. 116 of the 
1942 Act, and should be excluded from tax- 
payer’s gross income. The District Court 
is of the opinion that taxpayer was in pre- 
cisely the same tax position as if it had 
never made the transfers to the subsidiary. 
Refund allowed. DC N. Y. Central Han- 
over Bank & Trust Company. Plaintiff. v. 
United States of America, Defendant. 46-1 
ustTc J 9246. 


Compromises: Subrogation to tax collec- 
tion from debtor: Failure of government to 
press collection—In a compromise settle- 
ment with taxpayer-purchaser of the prop- 
erty and assets of a bankrupt, the United 
States agreed to accept $6,500 in discharge 
of its claim for taxes up to the date of the 
receivership proceedings, and further agreed 
tc apply whatever taxes might be collected 
from the bankrupt estate for that period 
to the credit of taxpayer. In furtherance 
of this settlement (to hasten procurement of 
confirmation of sale), the government with- 
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drew its exception to the commissioner’s (in 
chancery) report, which listed the lien of the 
United States for taxes due from the bank- 
rupt as sixth in priority. Held, the govern- 
ment is not estopped by its withdrawal of 
the exception from recovery of the unpaid 
balance owing by taxpayer under the agree- 
ment. DC W. Va. United States of Amer- 
ica, Plaintiff, v. Leccony Smokeless Fuel Com- 
pany, Defendant. 46-1 ustc § 9256. 


Excise taxes on sales: Games.—The ex- 
emption from the 1932 Act tax on games 
which was allowed for children’s games ap- 
plies to games called McCarthy Bingo, Ana- 
grams, Football, Game of Words, and a 
miniature form of Lotto, as these five games 
were clearly packaged and sold for use by 
children. Other games— Lotto, regular 
size, Bingo, Grand National, Authors, Game 
Implements, and National Derby—although 
they were wrapped and made up to have a 
special appeal for children, partook more 
of the character of adults’ than of children’s 
games, and were subject to the 1932 Act tax 
on games. Ct. Cl. [Whitman Publishing 
Company, a Corporation, v. the United States. 
46-1 ustc § 9254. 


TAX COURT 


Gross income: Exclusions: Agreement to 
share income with wife: Operation of thea- 
tre building.—Taxpaver developed a busi- 
ness of showing films to the public at X 
Theatre, Detroit, in rented premises, over a 
period of ten years. The business and the 
earnings were due primarily to taxpayer’s 
personal services, skill, contacts, and experi- 
ence. He operated another motion picture 
theatre in the same way. He agreed with 
his wife that the earnings of the X Theatre 
should go to her. In the taxable vear she 
was ill and required to be in her home. She 
has never contributed any capital to the 
business. In the taxable vear she did not 
contribute any services nor make any con- 
tribution to the control and management of 
X Theatre. She used income from that 
business for the support of herself and minor 
child. It was held that earnings of a busi- 
ness which is carried on by the application 
of personal service and skill are taxable, 
under Code Sec. 22 (a), to the person whose 
services and skill are employed in the busi- 
ness. Accordingly, the husband was tax- 
able on the income of such theatre for the 
vear 1941. Under none of the tests applied 
by the Supreme Court in Commissioner v. 
Tower (decided February 25, 1946), 46-1 
ustc § 9189, could it be held on the facts 
that the wife was engaged in a business so 


as to be regarded as the earner and owner 
of income. Wade Allen v. Commissioner, 
CCH Dec. 15,325. 


(1) Partnerships: Husband and wife: 
Capital and services contributed.—Prior to 
1940 taxpayer was engaged in the die busi 
ness. His wife assisted by operating a drill 
press and performing various other duties. 
The business did not prosper and in 1940 
the work was finished, the machinery mori- 
gaged, and taxpayer was without funds. In 
that year, taxpayer’s wife, out of funds of 
$1,000 borrowed from her mother, invested 
in taxpayer’s business. It was agreed that 
taxpayer would enter the machining busi- 
ness, and that the interest in the business 
which the wife considered to be hers from 
the time of inception be evidenced by writ- 
ten agreement. A partnership agreement 
was drawn up providing that each should 
share profits and losses. On legal advice 
that the laws of Michigan did not permit 
husband and wife partnerships, the exist- 
ence of a partnership was not disclosed to 
outsiders. During the taxable year, the wife 
did general office work for the business. 
Between January 1, 1941 and July 31, 1945, 
out of a total of $255,501.39 credited to her ac- 
count, the wife withdrew a total of $213,692.87, 
which she expended for personal items. 
Household and family expenses were paid 
by taxpayer. The Tax Court holds that 
both taxpayer and his wife contributed capi- 
tal and services to the business, and that 
they were equal partners in the business in 
1941, and entitled to divide its income equally 
between them. 


(2) Deductions: Salary paid to brother: 
Reasonableness.—During the taxable year, 
taxpayer employed his brother, agreeing to 
pay him 10 per cent of sales. Of $16,293.11 
claimed as a deduction on the partnership 
return on account of such salary, the Com- 
missioner allowed only $12,000. The brother 
worked directly under taxpayer and had the 
responsibility of all the men, the operation 
and completion of jobs. The Tax Court 
holds on the evidence that the Commis- 
sioner’s allowance appears reasonable and 
is sustained for lack of proof. Tillis B. An- 
derson v. Commissioner, CCH Dec. 15,133 


J,1OJ. 


Deductions: Traveling expenses: Tem- 
porary v. indeterminate business: When 
visting expenses allowed.—Taxpayer was a 
resident of Pittsburgh, Pa. In the late fall 
of 1939 he accepted employment with a com- 
pany to supervise the installation of a heavy 
forging press at its plant in Philadelphia. 
His post of duty was to be at Philadelphia. 
It was expected that the employment would 
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last for a period of only about three months. 
Under the terms of his employment he was 
to receive a salary of $600 per month. Any 
traveling that he was to do for the company 
was to be paid for by that company. Such 
traveling expenses are not involved in this 
proceeding. Taxpayer was employed by the 
company on new assignments of like work 
until some time in December, 1942, when 
his employment was terminated and he re- 
turned to Pittsburgh. In 1941 he spent 
$340.50 for railroad fare in traveling be- 
tween Philadelphia and Pittsburgh for the 
purpose of visting his family, $649.65 for 
hotel rooms and $749.05 for meals while in 
Philadelphia, all of which amounts taxpayer 
claimed as deductions from gross income in 
his income tax return for 1941. In the de- 
termination of the deficiency the Commis- 
sioner allowed the deduction of the amount 
spent for railroad fare as traveling expenses 
but disallowed the items of $649.65 and 
$749.05 spent for lodging and meals in Phila- 
delphia. Taxpayer contended that his employ- 
ment with the company was on a temporary 
basis, and that his claim for deduction is 
within the rule of the “journeyman plumber” 
case in Harry F. Schurer, CCH Dec. 13,829, 
3 TC 544. It was held on the facts, how- 
ever, that what was originially temporary 
employment had by 1941 become an employ- 
ment of indeterminate duration, and that the 
disallowed items are not legal deductions 
from gross income. Arnold P. Bark v. Com- 


misstoner, CCH Dec. 15,116. 


Partnerships: Husband and wife: Gift of 
partnership interest: Personal services con- 
tributed.—Prior to her marriage to taxpayer 
in 1923, taxpayer’s wife worked as a clerk 
in his jewelry store. She continued to work 
in the store devoting full time to the busi- 
ness and was so engaged during the taxable 
vear 1941. After 1935, taxpayer’s health 
failed, and his wife had to take complete 
charge of the store during his absence for 
several months each year. She was au- 
thorized to sign checks. During the taxable 
year, she purchased more than half of the 
merchandise and made frequent trips to 
Pittsburgh and New York for that purpose. 
She also waited on customers and took an 
active part in passing on credit of prospec- 
tive buyers. In 1940, taxpayer made a gift 
to his wife of one-fourth of the business and 
they entered into a partnership agreement, 
profits and losses to be shared equally. The 
wife was authorized to withdraw funds from 
the partnership bank account. During the 
taxable vear, however, she made no with- 
drawals from the business but applied her 
share of the net profits (one-half of $56,986.36) 


Interpretations 


as a credit to her capital account. At the 
close of 1941 taxpayer’s capital account stood 
at $76,936.10 and his wife’s at $49,727.40. 
The Tax Court holds that the wife’s status 
as a partner does not depend upon the al- 
leged gift to her of the one-fourth interest 
in the business but rather upon the personal 
services she contributed, and that these serv- 
ices are sufficient to support the partnership 
agreement under which she received one- 
half of the profits; accordingly, taxpayer is 
taxable on only half of such profits. 


Disney dissents with an opinion to the 
effect that the wife as a partner was denied 
any right to remuneration for services by 
Pennsylvania law, and that she is entitled 
to only one-fourth of the partnership income 
on the basis of her one-fourth interest ac- 
quired by gift. Harron and Opper agree 
with this dissent. Samuel Goodman v. Com- 
missioner, CCH Dec. 15,136. 


Definitions: Partnership distinguished 
from corporation.—The partnership (com- 
pany), successor to a dissolved corporation, 
consisted of a father and son. The partner- 
ship agreement provided, inter alia, that in 
the event of a conflict over decisions to be 
made on business policy to be adopted, the 
decision of the senior member of the firm 
shall control, and that the business shall be 
continued in the event of the death or with- 
drawal of a partner. The agreement also 
contained a restriction on the transfer of 
a partnership interest and a clause which 
the Commissioner construed as evidencing 
the intention of the parties to confine their 
liability for business losses to the extent of 
their interests in the business. Customers 
and all business connections, including the 
bank in which the partnership kept its funds, 
regarded the organization as a partnership. 
On the finding that the operations and busi- 
ness conduct of the company more closely 
resembled the operations of an ordinary 
partnership than the operations of a corpo- 
ration and that the paragraph of the partner- 
ship agreement with respect to the continuity 
of the business merely provides that in the 
event of the death or withdrawal of a part- 
ner the business will not be liquidated but 
will be continued under the management 
and control of the surviving or remaining 
partners, it is held that the company during 
the fiscal vears ending October 31 in 1940, 
1941, and 1942 was a partnership and not 
taxable as a corporation. J. A. Riggs Tractor 
Company (a partnership, by John A. Riggs, 
Sr., and John A. Riggs, Jr., Partners, Indi- 
vidually and as Trustees) v. Commissioner, 
CCH Dec. 15,120. 
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Congress 


National debt limit: The Senate Finance 
Committee has recommended that the debt 
limit of the United States be reduced to 275 
billion dollars and that any securities that 
can be redeemed prior to their maturity be 
included in the public debt at their current 
redemption value. Under the Second Lib- 
erty Bond Act, now in effect, securities in 
the public debt are listed at their face 
amount and the debt limit is 300 billion 
dollars. 


3etween February 28 and May 1 of this 
year the government paid off maturing secu- 
rities reducing the national obligations seven 
billion dollars. Figures released by the 
Treasury Department showed the national 
public debt to be $284,104,286,890 as of April 
30, 1946. At that date the difference be- 
tween the maturity value and the current 
redemption value of United States Savings 
3onds was $10,640,061,735. This would 
mean that if the present bill before Congress 
were in effect the total gross public debt and 
guaranteed obligations would have _ been 
listed as $274,442,547,280 (this amount in- 
cludes $978,322,125 of outstanding public 
debt obligations not subject to debt lim- 
itation). 


In his statement to the Senate committee 
on the proposed bill, Fred M. Vinson, Secre- 
tary of the Treasury, in recommending a 
debt limit reduction said, “. it should 
be clearly understood that the amount of the 
public debt is determined by Congress and 
is the end result at the Treasury of the 
appropriation and the revenue legislation 

a debt limit is a good thing to have. 
Its existence requires the officials of the 
Treasury to come to the Congress from time 
to time and to set forth before Con- 
gressional committees the detail of the 
public debt picture the review of the 
situation that results is beneficial.” 
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“In closing,” Mr. Vinson said, “I should 
like to emphasize the importance of main- 
taining a strong tax structure in order to 
pay off debt as rapidly as possible at the 


present time. This has the added advantage 
of combating inflationary pressures and will 
help us to stabilize the economy at the pres- 
ent high level of production and employment.” 


Mr. Vinson recommended the debt limit 
be set at 285 billion dollars but agreed to the 
275 billion dollars under which obligations 
would be computed on the basis of their 
current redemption value rather than their 
face amount. 


Tax treaties: Two treaties for the avoid- 
ance of double taxation with respect to 
estates and incomes were signed in April, 
1945, between the United States and the 
United Kingdom of Great Britain and 
Northern Ireland and have now been for- 
mally presented to the Senate for approval 
without any amendments. 


The income tax convention as presented 
to the Senate for approval has Hollywood 
shouting “unfair discrimination” to all avail- 
able ears on Capitol Hill. Their objection 
is to the provision of the treaty which 
exempts the remuneration of all residents 
of the United States, except public enter- 
tainers, such as stage, motion picture or 
radio artists, musicians and athletes, from 
United Kingdom income taxes on services 
performed in the United Kingdom in a 
period of less than 183 days in any one year, 
for or on behalf of a person resident in the 
United States. The same holds true for 
British resident public entertainers on an 
inverse situation. 


They base their case on the fact that 
United Kingdom income taxes are higher 
than Uncle Sam’s and consequently a public 
entertainer will be paying more tax than a 
business man on equal sums earned while 
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in the United Kingdom. An English enter- 
tainer would be paying his usual amount 
because he would just pay an amount equal 
to United Kingdom taxes—the United 
States taking the first slice and the United 
Kingdom the remainder. 


Perhaps Hollywood is justified in its fight 
to have paragraph 3 of Article 11 eliminated, 
but it is strange that the same group didn’t 
come forward some time ago when the 
identical provision was incorporated in the 
tax treaties that the United States made 
with Canada and with Sweden. 


The Supreme Court 


“The greatest compliment that was 
ever paid me was when someone 
asked me what I thought and at- 
tended my answer.”’—Thoreau. 


Mr. Justice Frankfurter, what do 
think of the Dobson rule? 


you 


“Tt is suggested that the Tax Court makes 
differentiations from case to case, which to 
the uninitiated looks suspiciously like con- 
flicting opinions. But it is impossible to 
escape nice distinctions in the application of 
complicated tax legislation. And so far as 
over-nice distinctions are to be made, I 
do not see that it helps the administration 
of the law for this Court rather than the 
Tax Court to make them. 


“Nothing better illustrates the gossamer 
lines that have been drawn by this Court in 
tax cases than the distinction made in the 
Court’s opinion between Helvering v. Elbe 
Oil Land Company and this case. To draw 
such distinction which hardly can be held 
in the mind longer than it takes to state 
them, does not achieve the attainable cer- 
tainty that is such a desideratum in tax 
matters, nor does it make generally for re- 
spect of the law. Perhaps it is inherent in 
the scheme which Congress has provided for 
review of tax litigation that we have such 
an unsatisfactory series of decisions as those 
which are sought to be reconciled by the 
present opinion. If so then the call for legis- 
lation voiced in responsible quarters to re- 
form the situation may well be heeded. See 
E. N. Griswold, ‘The Need for a Court of 
Tax Apneals,’ 57 Harvard Law Review” 1153 
Burton-Sutton oil Company Inc., 46-1 ustc 
§ 9243. [See also “Can Tax Appeal Be Cen- 
tralized,” by Robert N. Miller in the April, 
1945, Taxes—The Tax Magazine.] 


The Treasury Department 


Alien taxation: It looks like a mountain 
was made out of a medium sized hill when 


Washington Tax Talk 


the charges are made that aliens were reap- 
ing tax free profits in this country, espe- 
cially in their transactions on domestic stock 
and commodity exchanges. Some writers 
suggested that such profits might be as high 
as 800 million dollars on which the mini- 
mum tax would be about 200 million dollars. 


The Treasury Department recently com- 
pleted most of a survey on this matter in an 
effort to determine just how much the na- 
tional coffers were missing each year. About 
15,000 cases were found for investigation in 
this country, 12,200 of which were in the 
New York area. To date only seventy-nine 
cases have been uncovered where dispute 
exists as to whether the noncitizen is a non- 
resident or resident of the United States or 
whether he was engaged in trade or business 
within the United States. The amount of 
taxes proposed in the seventy-nine cases is 
$3,953,253 attributable to a variety of causes 
which are difficult to summarize. However, 
the two largest deficiencies, amounting to 
about $1,500,000 and $500,000, respectively, 
are proposed against former citizens who, 
after renouncing their citizenship, have been 
in the United States since the early days of 
the war. The deficiencies in these cases may 
be attributed almost entirely to causes other 
than capital transactions. 


Five of the seventy-nine cases account for 
about $2,900,000 of the total proposed defi- 
ciencies. Out of the seventy-nine cases 
forty-three involving $3,579,339 in proposed 
deficiencies, are situated in the New York 
area. These cases were located as the result 
of processing about 10,500 cases. Of the 
10,500 aliens investigated about eighty per 
cent were found to have filed returns on the 
basis of being resident in the United States 
or engaged in trade or business therein, thus 
conceding that they were subject to tax on 
their income from capital transactions in the 
United States. About fifteen per cent of the 
group of 10,500 cases were found not to 
merit further investigation because of the 
small amounts involved. The remaining five 
per cent are classified principally as resident 
aliens not required to file returns because 
their income was less than allowable exemp- 
tions. The balance is composed of non- 
resident aliens not engaged in business in 
the United States who were not required to 
file returns because their taxes had been 
fully satisfied at source and nonresident 
aliens who had filed returns reporting their 
taxes which had not been fully satisfied at 
source. 


The conclusion drawn from the results of 
this survey indicate that the amount in- 
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volved in deficiencies is small from a revenue 
point of view and doesn’t merit the effort 
and money put into uncovering them. In 
this general connection, the current addi- 
tional taxes being asserted as the result of 
audits of other cases and other investigative 
projects of the Bureau are now exceeding 
one billion dollars per year. 


Tax Court 


Our Cover: A newcomer to the Tax 
Court is Luther A. Johnson of Texas. He 
has been appointed for a term of twelve 
years beginning this month along with Bolon 
B. Turner and J. Russell Leech, who have 
been reappointed for second terms. 


Mr. Johnson, a member of the 79th Con- 
gress representing the Sixth District of 
Texas, has a law degree from the Cumber- 
land University. Besides his present term 
in the House of Representatives, he was 
elected to the 68th and 69th Congresses. 
He has been serving as a member of the 
Foreign Affairs Committee. 


The Commissioner 


Section 722 of the Internal Revenue Code: 
Mr. Nunan, the Commissioner of Internal 
Revenue, appeared before the Joint Com- 
mittee on Internal Revenue Taxation dur- 
ing their recent hearings on the administra- 
tion of Section 722 of the Internal Revenue 
Code and told the committee that the 
Bureau feels the hearing has indicated “that 


many, if not most, of the present difficulties 
flow from a need for an administrative 
machinery adequate to the handling of an 
admittedly complex important section.” 


To counteract the deficiency of the pres- 
ent set-up, the Bureau proposes to establish 
in Washington a Section 722 Board to be 
called the “Excess Profits Tax Council” and 
to be directly responsible to the Commis- 
sioner. The Council is to be composed of 
fifteen members consisting primarily of per- 
sons with broad experience in accounting, 
tax law, or economics, is to be appointed 
from existing Bureau personnel as well as 
from other sources and is to be charged 
with responsibility for matters of interpre- 
tation, policy, and procedure. Their term 
of office would be for two years at a salary 
of $8,750 per year. 


Charles D. Hamel, a practicing attorney 
in Washington, D. C., and the first chair- 
man of the Board of Tax Appeals (now 
known as the Tax Court of the United 
States), has been chosen to head the Coun- 
cil. To date Judge Charles P. Smith, a 
charter member of the Board of Tax Ap- 
peals and an active member of the Tax Court, 
is the only other Council member to be 
named. 


Hollywood party a bad debt: A corpora- 
tion held a stockholders party costing $1500 
in a Hollywood hotel—just a bad debt, 
claimed the corporation. Maggio Bros., Inc. 
v. Commissioner, CCH Dec. 15,138. 


FEDERAL TAX FORUM 


The Federal Tax Forum will meet for the tenth time this year on June 13. 
This session will complete their program for the first half of 1946. The second 


portion of their schedule will start with a meeting on September 27. 


October 10, 


24; November 14, 26; and December 12 are the dates for their remaining meetings 
according to the Forum’s year book, which lists all the members and gives perti- 
nent Forum data and program information. 


The Federal Tax Forum was organized seven years ago as an unincorporated 
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group of professional men and women who are vitally interested in federal taxes, 
especially income taxes. It espouses no political or social theories of taxation and 
supports no particular group of taxpayers. It is interested in the equitable impo- 
sition and administration of tax laws and in the development of a high degree of 
craftsmanship in its members. The members are attorneys and accountants who 
are engaged either in private practice or who are employed in the tax department 
of large companies. Many of the members have written articles that have re- 
ceived world-wide distribution through TAXES—The Tax Magazine. 
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BERT V. TORNBORGH directs your attention to: 


Tax Items of Special Interest 


Premiums for an Insurance Policy on the 
Life of the President, taken out in 1933 by 


; a stock trading firm from an English com- 


pany in order to protect its investment 
against possible loss if the president should 


' die within a certain period, are not an 


ordinary business expenditure, deductible 


» from income for tax purposes because such 
} a policy is not in accord with any prevailing 


) business practice. Furthermore, such insur- 
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agazine 


S partnership 


§ which 


) ance contract is unenforceable because of 
B the lack of an 
against public policy, which probably ex- 
) cludes deductibility even if it were in ac- 
» cordance with business practice. 
3, 1939, 39 BTA 1, CCH Dec. 10,545.) 


insurable interest and as 


(January 


* *x * 


Family Partnerships are not entirely 


| “outlawed” by the Tower case (S. Ct., Feb- 
i ruary 25, 1946 [46-1 ustc J 9189]). The Tax 

Court 
§ Alexander v. Commissioner, April 23, 1946, 6 
| TC —, No. 105 [CCH Dec. 15,102]) con- 
> sidered a border line partnership as valid 


in a recent decision (S. Kenneth 


for tax purposes. In that case the wife did 
not contribute any services, but bought a 
interest from the husband’s 
uncle and partner, which was paid out of 
the following sources: $5,000 from a gift 


iby the husband; $12,000 from a loan by 


the husband, which was repaid; $9,000 from 
a loan by husband’s parents, also repaid; 
and $30,000 from the proceeds of her note, 
the husband endorsed and made 
possible by furnishing collateral. The Tax 


+ Court regarded the action as one where ‘the 


uncle wished to sell and yet desired to keep 


' the business in the family, and held accord- 
hingly that the husband was not taxable on 


the wife’s profits. 
* * * 
Consequence of a Whiskey Dividend was 


)passed on in the case of the Louisville Trust 
'Company v. Glenn [46-1 ustc § 9233], by the 


District Court of the United States for the 
Western District of Kentucky, Louisville 
Division, under the following set of facts: A 
dissolving corporation voted a liquidating 
dividend in kind to the stockholders, pass- 
ing to them unconditional title to the cor- 
poration’s net equity in whiskey represented 


Tax Items of Special Interest 


by warehouse receipts. The stockholders 
appointed a committee after the dividend 
had been declared, which sold the whiskey, 
paid out of the proceeds a mortgage on the 
whiskey and distributed the balance to the 
stockholders in the proportion of their 
holdings. The Commissioner taxed the 
transaction to the corporation, considering 
it as a scheme to avoid a tax liability of 
approximately $2,000,000. The District Court 
decided against the Commissioner, stating 
that the purpose to avoid tax is not suffi- 
cient by itself to impose tax liability. The 
controlling question, in the opinion of the 
court, is merely whether the sales in ques- 
tion were made by the committee on behalf 
of the corporation or on behalf of the stock- 
holders as individuals. This is a question 
of fact, decided in favor of the second alter- 
native mainly on the ground that there were 
no previous negotiations in regard to the 
sale by the corporation. 


* * * 


A Pleasure Trip as a Business Expense is 
not too remote a proposition. The Tax 
Court decided on a set of facts where a 
producer-writer-director employed by Para- 
mount Pictures took a trip by automobile 
to Seattle, accompanied by his wife, his two 
children and nurse, then chartered a yacht, 
cruised further north and stopped at vari- 
ous attractive spots along the coast. He was 
constantly on the alert for ideas which could 
be used in making motion pictures and in- 
deed received inspirations which resulted in 
several pictures later on. While away from 
home he kept in touch with the studio and 
his business associates by telephone. 


The Tax Court, though considering the 
trip primarily as a pleasure trip, showed 
fine understanding for the conditions neces- 
sary to do effective creative work, overcame 
the difficulties of allocation and allowed a 
portion of the total cost of the trip as de- 
ductible business expense. (Freda W. Sand- 
rich v. Commissioner, April 1, 1946 [CCH 
Dec. 15,095(M)].) 


* * * 


Mexican Divorce based on incompatibility 
of characters, where neither of the parties 
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was in Mexico at the time the divorce was 
obtained and the entire proceedings were 
conducted by correspondence, was held to 
be without effect in the State of Oregon. 
An opinion of the Attorney General of 
Oregon, addressed to the State Treasurer 
on February 27, 1946, held that the appli- 
cation of the inheritance tax laws of the 
State of Oregon to the estate of the husband 
is not affected by the divorce decree. 
# * * 


Bequest to the United States Government 
was considered taxable under the inherit- 
ance tax laws of the State of Maryland 
(Opinion of the Attorney General of Mary- 
land, addressed to the Registrar of Wills 
for Prince George’s County, March 15, 1946). 
The opinion is based on the theory that the 
inheritance tax is not a tax upon property 
of the United States, but is imposed upon 
the legacy before it reaches the hands of 
the government. The opinion is supported 
by a United States Supreme Court decision, 
which it quotes, in U. S. v. Perkins, 163 U. S. 
625, where it is said: “The legacy becomes 
the property of the United States only after 
it has suffered a diminution to the amount 
of the tax, and it is only upon this condition, 
that the legislature assents to a bequest 
of it’. 

* * * 

Filing of Joint Return After Death of 
Spouse is possible if spouse died after the 
end of the taxable year. In the case of Sadie 
Corbett Hayes v. Commissioner, (6 TC —, 
No. 117, decided on April 30, 1946 [CCH 
Dec. 15,127]) a wife had filed a joint return 
after her husband’s death, signing his name 
as his wife. When she found out that her 
husband’s estate was insolvent and the gov- 
ernment would have been unable to collect 
a tax from his estate, she filed a separate 
return contending that she was without 
legal authority to file a joint return on be- 
half of her husband’s estate. The Tax Court 
held that one who without legal appoint- 
ment exercises authority to act for an estate, 
is estopped to deny afterwards his authority 
so to act. The filing of the joint return 


constituted, therefore, a valid and irrevoca-. 


ble election. 
* * * 


Recovery of Damages for Erroneous 
Conviction and Imprisonment represents 
an interesting tax question. The question 
comes up in connection with a special law 
of the State of New York authorizing Ber- 
tram M. Campbell to sue the state in the 
Court of Claims for “damages, including 
loss of earnings and compensation for the 
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indignities and the shame and humiliation,” 
suffered by imprisonment for a crime which 
he did not commit (New York Times, May 
9, 1946). 

Under Section 22 (b) (5) of the Internal 
Revenue Code, compensation for personal 
injuries is exempt from taxation. These 
personal injuries are generally understood } 
to include only physical injuries. But it is 
also recognized that payments made for 
injury to personal reputation do not consti- 
tute income at all (for instance, C. A. Haw- 
kins v. Commissioner, April 25, 1925, 6 BTA 
1023 [CCH Dec. 2390]). In Farmers and } 
Merchants Bank of Catlettsburg v. Commis- 
sioner (20 BTA 622 [CCH Dec. 6273]), the 
Board of Tax Appeals held that at least 
some portion of an amount paid for injury 
to reputation represented earnings and 
should be taxed. The Circuit Court of 
Appeals (Sixth Circuit) reversed the Board 
(59 F. (2d) 912, June 27, 1932 [3 ustc 
{ 972]) on the theory that there is no legal f 
distinction between intangible or tangible 
property in the question of compensation for 
damages and the law does not award to the 
injured what he might have expected to gain 
but only that which he actually lost, his 
assumed earnings being only a measuring 
stick for the computation of the damage. 

* * * 


Excessive Taxes Causing Excessive Taxes 
cannot be considered as a factor affecting 
the taxpayer’s business “which may reason- 
ably be considered as resulting in an inade- 
quate standard of normal earnings during 
the base period,” as the taxpayer contended 
in an application for relief under Section 
722 of the Code. In the cases of the Phila- 
delphia, Germantown and Norristown Railroad 
Company v. Commissioner (6 TC —, No. 103 
[CCH Dec. 15,100]) and of Mill Creek and 
Mine Hill Navigation & Railroad Co. v. Com- 
missioner [CCH Dec. 15,122(M)], both de- 
cided on April 22, 1946, a lessee under a 
lease made in 1871 for 999 years was obli- 
gated to pay, in addition to the yearly rent, 
all the taxes on the lessor’s income. The 
Commissioner correctly added the taxes to 
the income, which, on account of the in- 
creased tax rates, resulted in an excess 
profits tax in 1941 and 1942. The Tax Court 
upheld the Commissioner in his denial of 
the taxpayer’s relief claim under Section 
722. There seems, indeed, to be no possi- 
bility of application of any of the Section 
722 provisions to the present cases, where 
the case period income was representative 
of the income for decades and the only facts 
resulting in “excessive taxes” were exces- 
sive taxes. [The End] 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


\ 7E READ Herbert Rand’s article in 


the April issue with great interest, but 
he still leaves unanswered a question that 
has long annoyed us. Would some of you 


| readers give us a good answer? 


Briefly stated, the question is this: What 
is the line of demarcation between a gift 
to, and support of, a wife? 


Too many years ago, when we were 
studying law under “Old Hoss” Bacon, he 
taught us some good common law. A minor 
son might buy a suit of clothes for as much 
as fifty dollars if his father were a bank 
president, and the father would have to pay, 
even though unauthorized. A wife could 
buy expensive clothes, jewels and perfumes, 
and her husband, despite a non-responsibility 
advertisement, might be held liable for them 
if the expense was in keeping with his 
financial ability. 

But common law is barely recognized in 
tax cases nowadays. So the old Professor’s 
teachings do not help us. If a man gives 
his wife a fur coat costing him four thou- 
sand bucks, a 1946 coupe costing ditto, and 
a bracelet costing another couple of grand, 
has he made a reportable gift of $10,000, 
or is he just supporting her in a manner 
consistent with his station in life? All right, 
you wise-cracking cynics, he got his money 
honestly, and he isn’t lavishing gifts on his 
wife because he’s two-timing. 


Such cases as we have seen seem to be 
rather clear that securities or realty are tax- 
able gifts. Money seems to be dubious. 
As to other things, we can find nothing. 
In community property states, the matter 
is not vital. The wife automatically acquires 
a vested interest in her husband’s income. 
But in other states the question can become 
quite important. 


Required Reading 


Did you read the article on “Income Tax 
Affecting Oil and Gas Properties” in the 
March issue of the Journal of Accountancy? 
You missed something if you didn’t. you 
might get on a quiz program and not know 
what a turnkey contract is. Kidding aside, 


Talking Shop 


Felix Terry has done a swell job on a diffi- 
cult subject, and in place after place gives 
an assist to CCH Federal Tax Reporter. 


Tongue in Cheek? 


We once had the pleasure of being ac- 
quainted with a young man named Jewett, 
who claimed he had given up college teach- 
ing to enter the law because he had run 
out of jokes to amuse his classes. He was 
such a genius at dry wit and dead-pan 
humor that to this day we don’t know 
whether he was kidding about it, or not. 
Anyhow, we wonder if George Altman had 
his tongue in his cheek when he put the 
following into page 4234 of the CCH 1945- 
1946 Tax Course: “Rewinding and repairs 
of armatures and generators 


is current 
expense.” 


Damages for Usury 


Last December the Supreme Court of 
California gave a decision in the case of 
Rose Milana v. Credit Discount Company 
in favor of the plaintiff, who sought damages 
for usury. The tax repercussions to this 
case have set us thinking. 


Of course usurious interest received is 
income to the usurer. Although a court 
recently held that embezzled money was 
not income to the embezzler (Wilcox, 46-1 
ustc { 9188), the Bureau of Internal Reve- 
nue is not going to relinquish the govern- 
ment’s share of ill-gotten gains. But assume 
that the usurer repays the excessive interest, 
plus the penalties. Can he deduct the 
excess? We think he can. But can he 
deduct the penalties, or damages? Remem- 
ber, this is a civil action. We think he 
should, but doubt if the Commissioner will 
let it go unchallenged. How about the 
costs of contesting the suit? Again, we 
make no bets as to what will happen if they 
are deducted. Further, what is the usurer 
(if a corporation) going to do with the 
goodwill it capitalized, either directly or 
by advertising? It certainly has been im- 
paired. It can’t be written off for tax 
purposes. 
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Consider the injured party. Is usurious 
interest, deductible when paid? Hitherto we 
have thought it was. The statute is quite 
plain in stating interest is deductible; no 
limitation is set on the rate. We think that 
is justice. But now doubts arise. If high 
courts enforce statutes against usury, should 
the borrower be permitted a tax benefit 
from the excessive rates? Equitably and 
humanely, he should. He needs it. Fur- 
thermore, in the instances where we have 
found people paying excessive interest rates 
the.question of deductibility was academic. 
There was no taxable income anyhow, and 
bankruptcy was impending. 


But suppose a strict letter-of-the-law 
bureaucrat should say to John W. Tax- 
payer, who, despite a bit of usury, never- 
theless had a little tax to pay, “You claim 
$100 interest deduction. We find you paid 
an effective rate of ten per cent. In your 
state, the legal rate is six per cent. There- 
fore, you may deduct only $60. Please 
remit tax on $40.” Can you hear the howl 
that would go up from the Gulf to the Great 
Lakes, from the Atlantic to the Pacific? 
More people are paying usury than the 
world dreams of (Hamlet paraphrased). 
Why wait for such an event? Let Congress, 
when next it tinkers with the Internal Reve- 
nue Code, insert a plain statement as to 
the taxability of excessive interest to the 
lender and its deductibility to the borrower. 


An assist to the attorney for the National 
Association of Creditmen for inviting our 
attention to this matter. 


State Income Tax Returns 


One of the things we like about California 
is that its personal income tax law follows 
the federal law so closely. New York is 
quite different; but if Senate Bill 2178 and 
Assembly Bill 2539 is enacted, New York 
will join California on one item. Income 
earned in a period of thirty-six months or 
more will be taxable on a “back-prorate,” 
similar to the federal. 


In 1919, when New York first enacted an 
income tax law and federal income taxes 
were yet infants, we had the temerity to 
make a suggestion. Not in print. Lord love 
you, no! Who would publish the opinion 
of a very junior accountant? But after all 
these years we still think we were right. 
Here it is: 

When a state levies an income tax, it 
should be expressed as a percentage of the 
federal tax. A sworn copy of the 1040 
would be the state return. Only one modi- 
fication would be needed. A proviso would 
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have to be made for not taxing, or appor- 
tioning, out-of-state income. This might 
require a supplemental return, which could 
be called 1040S, the “S” meaning state. Our 
guess is that, except for a couple of states, 
not ten per cent of all returns would need it. 
The state oath with the return would in- 
clude—or the law could make it under- 
stood—the words, “I promise that I will 
report promptly any changes made by or as 
a result of federal examination.” 


Do you not see the huge savings in tax- 
payers’ irritation that such a scheme would 
produce? Yes. And politicians also see the 
number of state income tax jobs that would 
be unnecessary, resulting in still greater 
savings to the taxpayer. We have no hope 
of ever seeing such simplicity in our life- 
time. But it’s pleasant to contemplate, 
anyhow. 


Escheat to the State 


A curious California case is found in 
G. C. M. 24742. Has to do with the escheat 
to the state of realty held by Japs. Matter 
of history now. 


Legal Quackery 


If there were not many more desirable 
than undesirable features about the part of 
California in which we are writing, we would 
not be here. One of the unpleasant things § 
is the blatant advertising of the profession, 
elsewhere called “learned”; quackery is 
rampant: e. g., a healer who claims cures 
for anything by some mysterious cosmic ray. 


Harry C. Westover, Collector of Internal 
Revenue in Los Angeles, is doing something 
about “taxperts.” According to the Ex- 
aminer of April 8, nearly 200 “experts” and 
“advisers” are being investigated because 
of alleged fraudulent advice. Indictments 
may be asked. The Shoptalker wishes Mr. 
Westover success. 


The next day Mr. N. B. Trenham, man- 
ager of the California Taxpayers Associa- 
tion, declared that the state must take 
greater interest in federal taxation. Cali- 
fornia, it appears, is exceeded only by New 
York and Illinois in the amount of federal 
taxes paid. 


Practical Multiplication 


Too many years ago, when we were study- 
ing ‘Mathematics of Accounting,” the in- 
structor insisted that all students learn the 
multiplication tables through nineteen. The 
practical use of thirteen is immediately ap- 
parent. There are thirteen weeks in a quar- 
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ter, thirteen months in the Sears, Roebuck 
year, and thirteen tricks in a bridge game. 
Fifteen and sixteen also are commonly used. 
But we quickly forgot the other higher 
tables until we started 1946 tax computa- 
tions; since then we have had plenty of 
use for seventeen and nineteén. See the 
surtax tables. 


Nineteen has a very special use, too. If 
the taxable income does not exceed $2,000, 
you can compute the tax in one operation. 
This is how: 
Normal tax 
Surtax 


Reduction (5% of the tax) 1% of the income. 
Hence the net tax is nineteen percent, and 
if you know your multiplication table, 
$1,453.26 is $276.12 at a glance. 


S. E. C. Release No. 3110 


We recommend to all our readers, in- 
cluding lawyers, that they study carefully 
Securities and Exchange Commission Re- 
lease No. 3110, dated January 4, 1946, but 





do some auditing for the Registrant, Red 
Bank Oil, and he and many others got into 
amess. The moral seems to be that a shoe- 
maker should stick to his last. 


“Say It With Flowers” 


” 


“Say it with flowers,” if you want to, but 
you'll have to pay a tax too. The Arkansas 
Supreme Court, in the case of Johnson v. 
Cook ruled that telegraphic orders for flowers 
were not interstate commerce, and the state 
sales tax applied. 


Deadline 


A Californian named Matt Weinstock got 
the following into the Los Angeles Daily 
News on April 3: 


“Each March 15 the internal revenue 
people are swamped with a million or so 
pieces of mail. This they take in stride. 
What throws them is that an astonishingly 
large number of the envelopes have airmail 
stamps. Presumably taxpayers in Long 
Beach, Glendale and Los Angeles, worried 
about making the midnight deadline, think 











































































only recently come to hand. An accountant 


the extra 5 cents worth will speed them on 
specializing in tax consultation undertook to 


their way.” [The End] 





TOLEDO INCOME TAX 


Commencing March 1, 1946, and continuing until December 31, 1950, an 
annual tax of one per cent is to be levied in Toledo on the following: (1) all 
salaries, wages, commissions and other compensation earned by residents of 
Toledo and by nonresidents to the extent of earnings arising from work done or 
services performed or rendered in Toledo; (2) the net profits of all businesses, 
professions, or other activities conducted by residents of Toledo; and (3) net 
profits of all corporations having their principal office or place of business in 
Toledo, said tax being levied on such part of the net profits as is earned by a 
corporation as a result of work done or services performed and business or other 
activities conducted in Toledo. 


Each employer within Toledo who employs one or more persons on a salary, 
wage, commission or other compensation basis is required to deduct the tax. 
Employers must make their returns and pay the tax on the fifteenth of each month 
following the deduction. Persons receiving income from which tax deductions 
are not made are required to file declarations of their estimated tax by March 15, 
1946, for that part of the taxable year beginning March 1, 1946, and ending Decem- 
ber 31, 1946, and such declaration must be accompanied by payment of at least 
one-fourth of the estimated annual tax. 


It is rumored that Dearborn, Michigan is going to follow in Toledo’s foot- 
steps and pass a similar income tax measure. 


Talking Shop 








STATE TAX 


ALABAMA 
July 1 


Automobile dealers’ reports due. 


July 10 
Automobile dealers’ reports due. 


Report and payment of service licensees 
of alcoholic beverages due. 


Reports of manufacturers and distributors 
of alcoholic beverages due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ reports 
due. 


July 15 
Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


July 20 
Atitomobile dealers’ reports due. 


Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 


Quarterly reports and use tax payments 
due from vendors or consumers. 


Sales tax reports and payments due. 


July 30—— 
Forest products manufacturers’ and pro- 
ducers’ reports and payments due. 


ARIZONA 
July 5—— 
Alcoholic beverages licensees’ report due. 


Second Monday 
Tax due on unsecured personal property 
within $200 value. 
July 10—— 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 
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July 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


July 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 
July 10—— 
Alcoholic beverages 
taxes due. 
Cigarette reports due. 
Motor fuel carriers’ reports due. 
Natural resources severance tax report 
and payment due. 
Quarterly reports of dairies reselling but- 
ter fats before manufacture due. 


consumers’ sales 


July 15—— 
Alcoholic beverage reports due. 
Oil and gas reports and payments due. 
The second installment of % of the total 
amount of property taxes is due and 
payable from the third Monday of April 
to the third Monday of July. 


July 20 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


July 25 
General gasoline taxes and reports due. 


Motor vehicle report on fuel brought into 
state due. 


CALIFORNIA 
july 1 
Common carrier distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


July 15—— 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 


Sales and use tax returns and payment 
due. 


Use fuel tax report and tax due. 


July 20—— 
Motor carriers’ gross receipts tax due. 
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COLORADO 
July 5—— 


Alcoholic beverage manufacturers’ reports 
due. 
Motor carriers’ tax due. 
July 10—— 
Motor carriers’ reports due. 
July 15—— 
Coal mine owners’ reports and inspection 
tax due. 
Income tax second installment due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 
July 25—— 
Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payments due. 
July 31 
Property tax second installment due. 


CONNECTICUT 

July 1 

Gasoline tax due. 

Property taxes of municipalities having 

uniform fiscal years due. 

July 10 

Cigarette tax report due. 
July 15—— 


Cable, car, express, telegraph, telephone, 
electric, gas, power and water corpora- 
tions’ taxes due. 


Gasoline and use fuel tax reports due. 


State Tax Calendar 


July 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
July 1 


Express companies’ 
due. 
Quarterly installment of railroad tax due. 


Telegraph and telephone companies’ taxes 
due. 


gross receipts tax 


July 10—— 
Bank share reports due. 


July 15—— 
Filling stations’ gasoline tax reports due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 
July 30 
Personal income tax installment due. 


July 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
July 1 


Annual license tax of real estate and busi- 
ness brokers due. 


Annual tax of private banks and note 
brokers due. 


July 10—— 

Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 

July 15—— 
Tax on beer due. 


July 25—— 


Gasoline tax report and payment due. 


FLORIDA 
July 1 
Chain store license and inventory tax due. 
Franchise tax and report of persons op- 
erating on calendar year basis due. 


Motor transportation companies’ reports 
and taxes due. 
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July 10—— 
Agents’ and 
reports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


July 15—— 
Gasoline sales, use and storage reports 
and taxes due. 
Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


wholesalers’ cigarette tax 




































































July 25 
Oil and gas severance reports and taxes 
due. 
GEORGIA 
July 10 





Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


July 15—— 
Malt beverage tax report due. 
July 20-— 


Gasoline tax report and payment due. 
































IDAHO 





July 1—— 


Franchise tax payment due. 














Mining license tax payment due. 
S ? 


July 10 

Dairy products substitutes dealers’ reports 
due. 

July 15 


Auto transportation 
ments due. 































companies’ 





state- 

















Beer dealers’, brewers’ and wholesalers’ 
reports due. 














Cigarette wholesalers’ drop shipment re- 
ports due. 











Electric generating companies’ kilowatt 
hour statement and tax payment due. 
















Fuel dealers’ reports and tax payments 
due. 


Gasoline dealers’ tax report and payment 
due. 


Public utilities’ statement and tax due. 





Second Monday 

Railroads, electric companies, telegraph 
and telephone lines must file annual 
property tax return. 


Last day 
Beer tax, additional, due. 
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ILLINOIS 
July 1 
Alcoholic 
Franchise taxes due. 





beverage licenses expire. 


Insurance companies’ privilege taxes due. 





July 10 


Motor carriers’ mileage tax due. 





July 15 


Alcoholic beverage tax reports due. 


Cigarette tax return due. 


Electricity tax report and tax due. 


Gas tax report and tax due. 


Messages tax report and tax due. 


Sales tax report and payment due. 


July 20—— 


Gasoline tax report and payment due. 


July 31 





Transporters’ gasoline tax report due. 


INDIANA 





july 1 


Alcoholic vinous beverage tax due. 





july 15 


Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 





July 20 


Bank share tax report and payment due. 
Building and loan associations’ intangibles 
tax reports and payments due. 


July 25—— 


Gasoline tax report and payment due. 


IOWA 





July 1 
Chain store license tax due. 





Commercial fertilizer semi-annual report 


and tax due. 
Motor carrier compensation 
installment) due. 


tax 


(third 
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July 10— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class “A” permittees’ beer tax report and 
payment due. 
July 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Last day to pay quarterly retail sales tax 
to State Tax Commission. 












Use tax returns and payment due. 














KANSAS 
July 5—— 
Cigarette distributors’ reports due. 
July 10 








\lcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 


Malt beverage dealers’ reports and taxes 
due. 








July 15—— 
Butter and ice cream manufacturers’ and 
milk condenseries’ tax due. 







Carriers’ gasoline and fuel use tax reports 
and fees due. 





Compensating tax report and payment 
due. 





Motor carriers’ gross ton mileage tax re- 
port and payment due. 






July 20 
Sales tax report and payment due. 
Second installment of property and grain 

handling taxes delinquent. 










Use fuel report and payment due. 





July 25—— 


Gasoline tax report and payment due. 


State Tax Calendar 













july 1 


KENTUCKY 





Annual corporation statements due. 


July 10—— 


Amusement and entertainment report and 
tax due. 


Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
July 15 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax reports 
and payment due. 





Second installment of income tax due. 





July 20 
Oil production tax report and payment 
due. 
july 30—— 
Foreign mutual assessment insurance 
companies’ return and tax due. 
july 31 





Dealers’ and transporters’ gasoline tax re- 
port and payment due. 





LOUISIANA 
july 1 
Tobacco wholesalers’ reports due. 
july 10 





Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 

Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


July 15—— 
Alcoholic beverage carriers’ reports due. 
Intoxicating liquor manufacturers’ and 


dealers’ reports due. 
Lubricating oil carriers’ reports due. 
Tobacco report due. 


July 20 
Alcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 





Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax re- 
ports and payment due. 

Sales and use tax report and payment due. 


601 









july 31 
Gas gathering reports and tax due. 
Gas pipelines’ reports and tax due. 
Public utilities’ license tax reports due. 
Severance tax reports and tax due. 


MAINE 
July 10—— 


Malt beverages manufacturers’ and whole- 
salers’ report due. 


July 15—— 
Use fuel tax report and payment due. 
July 31 
Cigarette distributors’ licenses expire. 
Gasoline tax report and payment due. 















MARYLAND 
July 5—— 


Public passenger motor vehicles’ report 
of excess operations due. 


July 10—— 
Admissions tax payment due. 













July 15 
Second installment of income taxes due. 
July 30—— 
Report of purchasers of cargo lots of 
motor fuel due. 
July 31 
Beer tax report and payment due. 
Gasoline tax report and payment due. 





MASSACHUSETTS 








July 1 
Property taxes (first installment) due. 


Tax on insurance companies due thirty 
days after date of tax bill, but not later 
than July 1. 












July 10 


Alcoholic beverage excise tax report and 
payment due. 





Meals excise tax report and payment due. 


July 20—— 











Cigarette distributors’ tax report and pay- 
ment due. 
July 31 
Motor fuel tax report and payment due. 
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MICHIGAN 
July 1 A 
Oil and gas producers’ severance tax and July 
reports due. A 
Sales tax license renewal for nonfiscal F 
taxpayers. 
‘ G 
First Monday: R 
Annual report of power and supply com- 
panies due. S 
July 5—— ’ 
Carriers’ gasoline tax report and payment U 
due. 
jul 
July 10—— ( 
Common and contract carrier report and 
fees due. ( 
july 15 
Detroit property taxes due. ”" 
Sales and use tax reports and payments um 
due. 
July 20 Ju 
Distributors’ gasoline tax report and pay- 
ment due. 
Last day to make gas and oil severance 
tax report and payment. Ju 
july 31 
Annual capital stock report of railroads 
due. 
ju 
MINNESOTA 
july 1 
Tonnage tax and reports of navigation 
companies due. 
July 10 
Wholesalers’, brewers’, and manufacturers’ J 
alcoholic beverage reports due. 
July 15—— 
Interstate motor carriers’ mileage tax due. ] 
july 23 
Distributors’ gasoline tax report and pay- j 
ment due. 


Special use fuel tax report and payment 
due. 





MISSISSIPPI 
July 1 
Oyster inspection and shrimp tax due. 
july 5—— 


Factories’ reports due. 
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july 10— 
Admissions tax reports and payment due. 


july 15—— 

Alcoholic beverages reports due. 

Franchise tax payable and return due on 
or before this date. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


July 25— 
Commercial credit and finance companies’ 
quarterly privilege tax payment due. 
Oil severance tax and report due. 


MISSOURI 
july 5—— 


Non-intoxicating beer permittees’ report 
due. 
July 15—— 
Alcoholic beverage report due. 
Retail sales tax reports and payment due. 


July 25—— 
Use fuel tax report and payment due. 


MONTANA 
july 15—— 
Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Motor carriers’ annual reports and fees 
due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 


July 20—— 


Reports of producers, transporters, dealers 
and refiners of crude petroleum due. 


July 25 
Pipe line companies’ annual reports due. 


July 30 
Carbon black producers’ semi-annual re- 
ports and license taxes due. 


NEBRASKA 
July 1 
Domestic corporation franchise taxes and 
reports due. 
Second installment of personal property 
taxes becomes delinquent. 
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july 5—— 


Grain warehouse operators’ reports due. 


July 10—— 
Employment agencies’ reports due. 


July 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 


All monthly motor vehicle fuel tax re- 
ports and payments due. 


Gasoline sales and use tax reports and 
payments due. 


Itinerant vendors’ reports due. 
Potato. shippers’ monthly reports due. 


NEVADA 
july 1 
Corporations’ annual list and filing fee 
due. 


July 8—— 
Public utilities’ taxes due. 


July 10—— 
Liquor reports of out-of-state vendors 
due. 
July 15—— 
Gasoline carriers’ tax report due. 


Liquor reports of importers and manu- 
facturers due. 


Property tax returns due. 


July 25—— 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
July 1 
Statements of railroad, telephone, tele- 
graph, express, gas and electric com- 
panies due. 
July 10—— 
Alcoholic beverages reports due; permit- 
tees’ payment due. 
Unlicensed fire insurance companies’ agents’ 


monthly reports due. 
July 15—— 
Use fuel tax report and payment due. 
July 31 


Carriers’ reports of motor fuel deliveries 
due. 


Motor fuel report and tax due. 















NEW JERSEY 
July 10—— 
Municipalities’ busses’ gross receipts re- 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 


July 31 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 

ment due. 





NEW MEXICO 





july 1 


Merchants’ license tax due. 


July 15—— 


Occupational gross income tax reports 
and payment due. 


Oil and gas conservation report and pay- 
ment due. 


Second installment of income tax due. 
Severance tax and report due. 


July 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
July 25 


Gasoline tax report and payment due. 





Use or compensating report and payment 
due. 


NEW YORK 

July 15 

Last day for payment of second install- 
ment of personal income tax. 





New York City occupancy tax and re- 
turn due. 


July 20—— 
Alcoholic beverage taxes and reports due. 
New York City retail sales and compen- 
sating use tax returns due and taxes 
payable. 
July 25—— 
New York City conduit companies’ taxes 
and reports due. 
New York City public utility excise’ re- 
turns and payments due. 
July 31—— 


Gasoline tax reports and payment due. 
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NORTH CAROLINA 


July 10—— 
Carriers’ gasoline tax reports due. 


Railroads’ alcoholic beverage report and 
tax due. 


Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 


Unfortified wine additional tax and re- 
ports due. 


July 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
Wholesale merchants’ license tax due. 





‘July 20 
Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 


Gasoline and other motor fuels taxes and 
reports due. 


July 31 
Public utilities’ reports and tax due. 
Corporation franchise tax and report due. 





NORTH DAKOTA 





July 1 
License fee for sale of intoxicating liquor 
by railroad companies due. 


Oil inspection reports due. 


July 10 
Cigarette distributors’ tax due. 


July 15—— 
Beer tax reports and payment due. 


Commercial feeding stuffs semi-annual re- 
port and tax due. 


Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Liquor transaction invoices and tax due. 


July 20 
Sales and use tax quarterly return and 
payment due. 








July 25 
Use fuel tax reports and payment due. 


July 31 
Cream station and dairy reports due. 
Grain warehouse reports due. 
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OHIO 





July 10—— 

Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 

Last day for payment of tax and filing 
of statement by insurance companies 
doing business with unauthorized com- 
panies. 


July 15—— 

Last day to file application for review 
of assessment of capital stock and pay- 
ment of tax where statements were 
mailed by June 15. 

Private and public motor carriers’ license 
fees due. 

Use tax report on cigarettes due. 

Use tax reports and payments due. 


July 20—— 
Dealers’ gasoline tax reports due. 
Intangible personal property taxes of tax- 
payers on Auditor of State’s list due. 


July 30—— 
Carriers’ gasoline tax report due. 
July 31 
Gasoline tax due. 
Sales tax report and payment due. 















































































































































OKLAHOMA 











July 1 
Corporate franchise tax report due. 
Excise tax on petroleum, report and tax 
due. 

Foreign corporations’ annual affidavit of 
capital stock due. 

Oil, gas and mineral gross production re- 
ports and payment due. 


July 5—— 


Reports from mines, other than coal, due. 


July 10—— 
Airports’ gross income report and tax due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage re- 
ports and payment due. 


July 15—— 
Gasoline dealers’, retailers’ and carriers’ 
reports due. 
Inspection tax on petroleum products, re- 
port and tax due. 
































































































































for taxpayers whose monthly sales tax 
does not exceed $5. 
Sales tax reports and payment due. 
Tobacco products reports due. 
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Quarterly tax returns and payments due’ 


July 20—— 
Coal mine operators’ report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. 
Use tax reports and payment due. 


July 30—— 
Cotton manufactories’ gross production 
quarterly returns and taxes due. 
Oil and gas purchasers’ quarterly reports 
due. 


july 31 
Fur dealers’ reports due. 
Mortgagors’ statements due. 














OREGON 
july 1 
Annual franchise tax report due. 
July 10—— 
Oil production tax reports and payment 
due. 
July 15 
Second installment of income taxes due. 
July 20 
Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


July 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
July 10 
Importers of spirituous and vinous liq- 
uors report due. 
Malt beverage reports due. 


July 15—— 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax second install- 
ment due. 


july 31 
Gasoline tax reports and payment due. 








RHODE ISLAND 
July 10—— 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco product tax reports due. 


July 15—— 
Gasoline distributors’ monthly report and 
tax due. 


605 

























SOUTH CAROLINA 
july 1 
Motor bus and truck line fees may be 
paid semi-annually in advance on or be- 
fore January 1 and this date. 
July 10—— 
Admissions tax reports and payment due. 
3eer and wine wholesalers’ report due. 





Power tax and report of public utilities 
due. 
Soft drink tax report and payment due. 
July 20—— 


Fuel oil dealers’ report and payment due. 

Gasoline tax report and payment due. 

Utilities’ report of gasoline shipments 
due. 


SOUTH DAKOTA 
july 1 
Motor carriers of passengers tax due. 
Public grain warehouse reports due. 
Use tax semi-annual return due. 


July 10— 


Employment agency reports due. 
Interstate motor carriers’ reports and 
taxes due. 


July 15—— 
Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 
Motor carriers of property annual com- 
pensation fees due. 
july 20—— 
Passenger mileage tax due. 





TENNESSEE 
july 1 
Annual corporation report and fee due. 
Franchise tax report, list of stockholders 
and amount of tax due. 


July 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages 
report. 
july 15—— 
Carriers’ of use fuel report due. 
Users of fuel file report. 
july 20 


Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
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july 30-—— 
Last day on which to pay annual excise 
(income) tax. 





TEXAS 
July 1 
Cigarette distributors’ and solicitors’ re- 
ports due. 
July 15—— 


Tax remittance and report due from oleo- 
margarine dealers. 


july 20—— 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due, 
Oil and gas well services reports and 
gross receipts tax payments due. 
Users of liquified gases and liquid fuel 
tax reports and payment due. 


july 25—— 
Carbon black production tax report and 
payment due. 
Oil production tax reports and payment 
due. 
Prizes and awards of theatres tax reports 
and payment due. 


july 31 
Fire and marine insurance agents’ semi- 
annual reports and taxes due. 





Natural gas production tax and report ff 


due. 
Oil carriers’ report due. 





UTAH 
July 1 
Gasoline distributors’ and retailers’ license 
fees due. 


Gross revenue fees for public utilities due. 


July 10—— 


Carriers’ reports of use fuel deliveries f 


due. 


July 15 
Sales and use taxes and returns due. 
Use fuel tax report and payment due. 

July 25—— 

Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 





VERMONT 
July 10—— 


Alcoholic beverage tax reports and pay- : 


ment due. 
Property taxes payable in installments 
due. 
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July 15— 


Electric light and power companies’ re- 
port and tax due. 


July 20—— 


Alcoholic beverage manufacturers’ returns 
due. 


July 31 
Gasoline tax reports and payment due. 





VIRGINIA 
July 1 
Alcoholic beverages license tax due. 
3.2% license tax due. 
Use fuel tax license renewable. 


July 10 


Beer dealers’, bottlers’ and manufacturers’ 
reports due. 








July 15—— 
Motor carriers’ fuel reports due. 
Motor vehicle carriers’ reports and road 
and appraisal taxes due. 
July 20 
Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 





July 31 


Gasoline tax reports and payment due. 





WASHINGTON 





July 1 


Annual corporation 
fees due. 


license report and 





July 10 


Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 


July 15—— 


Auto transportation companies’ quarterly 
report and fees due. 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 
Occupation tax returns due. 
Sales and compensating tax returns due. 


July 20—— 
Butterfat tax due. 
Use fuel tax reports and payment due. 


July 25—— 
Gasoline tax reports and payment due. 
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WEST VIRGINIA 
July 1 
Corporations’ annual fee to state auditor 
due. 
Domestic corporations’ franchise tax and 
reports due. 
Public utilities’ payment of additional as- 
sessment due. 
Quarterly installment of public utilities’ 
privilege taxes due. 


July 10—— 
Brewers’ and beer distillers’ reports and 
taxes due. 
Winery and distillery licensees’ reports 
due. 
July 15—— 
Sales tax reports and payments due. 
July 31 
Beer dealers’ annual reports due. 
Gasoline tax reports and payment due. 


Quarterly reports and payments of the 
business and occupation tax due. 














WISCONSIN 
july 1 
Beer tax reports due. 
July 10—— 
Intoxicating liquor and wine tax reports 
Pa products returns due. 
July 20—— 
Gasoline tax reports and payment due. 
july 31 


Motor truck registration expires. 

Railroad, telegraph, express and sleeping 
car companies’ property tax installment 
due. 


WYOMING 
jaly 1—— 
Certificates for homestead exemptions due. 
Corporations’ franchise taxes and reports 
due. 


July 10—— 
Carriers’ gasoline tax reports due. 
July 15 

Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Quarterly sales and use tax returns and 
payments due when monthly returns do 
not exceed $10. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports due. 
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July 1 


No auto or boat tax due this year. 





July 10—— 
Employers who withheld more than $100 
in income tax from wages during the 


previous month, pay amounts withheld 
to authorized depositary. 


July 15—— 
In the case of individuals, other than 
farmers, with fiscal year beginning May 
1, declaration of estimated tax and first 
payment is due. 


Due date of income and excess profits 
returns by corporations, trusts, and 
estates with fiscal year ending on April 
30. Forms 1120, 1121, and 1041. 


Return of stamp account by brokers, 
dealers in securities, etc., due for June. 
Form 828. 


Due date, by general extension, of re- 
turns for year ending January 31 in 
the case of: (1) foreign partnerships; 
(2) foreign corporations which main- 
tain an office or place of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
count abroad; (4) domestic corporations 
whose principal income is from sources 
within the possessions of the United 
States; and (5) American citizens re- 


FEDERAL TAX 


TRADING STAMPS 


The California District Court of Appeal, Second District, in a recent decision 





CALENDAR | 





siding or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States, 


Forms: (1), Form 1065; (2)-(4), Forms | 


1120 and 1121, (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 


February 31, in the case of fiduciaries | 
for estates and trusts, but not returns | 
of beneficiaries or other distributees of | 


such estates or trusts. 


Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for June, 
Form 957. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended Sep- 


tember 30, 1945. Forms 1120, 1121, | 
1120H (personal holding company), | 
1120L and 1120M (insurance com- 
panies). 

July 31 





Returns for excise taxes due for June. 


Forms 726, 727, 728, 728(a), 729, 932. 


Quarterly return and payment (by depos- 
itary receipts or cash) of taxes withheld 


by employers during the preceding 
quarter. Form W-1. 
Quarterly return of tax withheld at 


source on corporate and government 
bond interest. Form 1012. 


No capital stock tax return due this year. 


held that trading stamps issued by a merchant to its customers constitute a cash 
discount and that the cost of such stamps so issued is excludible from the mer- 
chant’s gross receipts subject to sales tax. The case resulting in this decision 


was Eisenberg’s White House, Inc. v. State Board of Equalization. 
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LiTTERS (Continued from page 514) 





Pasing Houdini and Thurston 


he) 

erhaps the magic touch of a Houdini 
or a Thurston might extricate the average 
te. payer from the shackles of state sales 
ta: and use tax laws now in existence in 
m -e than twenty of the United States. 
To put it mildly, the tax consultant finds 
hi: self strung up by the thumbs when he 


is alled upon to give an opinion as to 
whit 1S: or not subject to the 
ot! or of the taxes mentioned. 


is one or 


e use tax is the “nigger in the wood- 
pile.” It should more appropriately be 
cal ed “useless tax.” 


rr instance, consider the sale of ‘dies, 
too's and machinery used in manufactur- 
ing’ The State of Ohio exempts such sale; 
\ York City subjects the sale to taxa- 
Colorado also taxes the sale, as does 


Hlinois; while Alabama exempts the sale. 
N in the states mentioned which tax the 
sales of these articles, it is necessary to 
analyze each customer’s order to determine 
how they are used. One state says “tax”; 
another says “no tax.” The states men- 
dd srepresent a cross-section of the 
country. Uniformity exists only where 
there is a “resale” or “further manufacture” 
—where the ultimate consumer pays. 


\ most extraordinary instance of taxing 
power is now current with the tax author- 
itics of the City of New York. The New 
York City sales tax was enacted in 1934. 
en along came the Compensating Use 

Act, June 1, 1940. The city’s tax 
authorities have a faint notion they have 
he en 


TI 
Tax 


gypped” out of taxes in some mysteri- 
manner 1934. By some quirk 
that many vendors 
from out of the state, as well as from out 


ous since 


they have discovered 
the city, may be held responsible for 
sales or use taxes on sales of tangible per- 
sonal property to purchasers or 
within the City of New York, from the 
of enactment of the tax law to the 
present. Without a doubt, this is a most 
unwarranted assumption of jurisdiction by 
tax authorities. Many purchasers and 
vendees within the City of New York are 
now receiving letters from. their 


vendees 


date 


vendors 


outside the city and the state, requesting 
that they advise their vendors whether they 
paid the New York City tax on purchases 
fiom 1934 to date. 


Because of the action of the city tax 
authorities in New York, vendors are 
burdened with assignment of clerks to 


search dead files for over a ten-year period 
to establish what sales they made to New 
York City purchasers. When the pur- 
chasers receive the requests, they also must 
assign clerks to search their back files over 
the same ten-year period to ascertain what 
purchases they made from these vendors. 

Now if, say, one hundred vendors send 
such requests to the same vendee in New 
York City, that vendee is under the neces- 
sity of replying to all hundred those 
vendors. This means the particular vendee 
must assign his clerks to search back files 
one hundred times for the ten-year period 
to establish his taxable purchases from his 
vendors during that time and inform them 
what his records reveal. 


of 


All in all, the taxpayer is doing a re- 
markable job in his compliance with the 
requirements of the various state sales tax 
and use tax statutes. 

Houdini—Thurston—IVhere are ye? 


BROOKLYN, N. Y. JAMES Mac CRATE 
Space Shortage 
Sir: 

In the April issue of TAxes Mr. Lewis 
Gluick, Certified Public Accountant, com- 
ments the acceptance of gifts. He 
points out that the figure of the donor’s 
original cost of property may turn out to 
be very important information at the time 
a subsequent conveyance is made. 


on 


Proof of such original cost always would 
be available if the Treasury Department 
would simply provide a space for including 
that data in gift tax returns. 


On have suggested 
to the Internal Revenue 
the desirability of thus obtaining the infor- 
mation, under oath, while the 
still alive, but nothing happens. 


several occasions I 
Commissioner of 
is 


donor 


Los ANGELES Fred A. YOUNG 
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